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Abstract

The pace of pension system privatisation in Estonia, Latvia
and Lithuania is different. Baltic States policymkers are
al so heavy conditioned by what happened in the past (positive
or negative feedback). |In Estonia and Latvia there was
established a three pillar pension system Li t huani a
introduced a two pillar pension system w thout mnandatory
pensi on saving. The pension funds systenms in the Baltic States
are in the early stage of devel opnent. Their shape depends on
the current financial system structure in each country. Howev,
the Bdtic financid sectors are 4ill beow the level of deveopment of the financid sectors in
EU countries. The difference is remarkable both in the level of financing and in the variety of
indruments available in the markets. The financing in the Batic's is dominated by banking
sector, which is highly concentrated and owed by internationals financid conglomerates. The
Bdtic securities sector has been stagnant even during the recent period of growth. Banks of
the countries are the man power behind the penson funds sysem deveopment. The

Baltic countries are EU accession countries and wll becone EU
menbers on May 1, 2004. In the future their economc,
financi al and pension funds system devel opnent will be shaped

by EU | egislation and EU i ntegration process.
Key words: pension funds, pension system reform financial
systenms, Estonia, Latvia, Lithuania, the European Union.

Aut hors: Val demar as Kat kus: val denaras. kat kus@rs. |t
Romas Lazutka: romms.| azutka@sf.vu.lt

1. Introduction

Est abl i shnment of pension funds systemdirectly depends on
a chosen scale of the overall pension reform and its
i npl emrentati on pace. The two nentioned paraneters of scale and
t he magnitude of change are closely inter-related with the
state of financial sector, denpbgraphic situation in a country
and econom c growth rate. The early experience of the Baltic
States in the process of restructuring of economc relations
fromthe socialist ones into market econony based rel ations,
which are nowadays called a transition econony, takes an
i nportant place in a discussion on the establishnment of
pensi on funds system One can easily draw a parallel between
di scussions of 1998-2002 in Estonia, Latvia and Lithuania
concerni ng pension system privatization and the scal e and pace
of the privatization of +the enterprises of 1990-1994,
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especially having in mnd that the first one has become an
outcone of the latter.

The essence of the question to be answered has renmni ned
the same: How to build a systemthat will survive in a nmaxi mal
variety of situations? In fact, there are hardly two countries
to have instituted an identical pension funds system because
of different conditions. The systems can only be really
under st ood by anal ysing the process through which they have
been assenbl ed.

Today the Baltic pension funds system is in early
begi nning stage. The new pension funds industries have
di fferent shape conditioned by past econon ¢ processes.

Est oni a, Latvia and Lithuani a, are considered as
transition econom es. Meanwhile, these states have had an
exceptional historic experience if conpared with other Eastern
and Central European states. Up to 1940 they were just at an
initial stage of establishing the social welfare schenes.
Later for 50 years the Soviet Union social security system has
prevailed in these occupied states. After the declaration of
i ndependence in Lithuania in 1990, Latvia and Estonia in 1991
the Baltic States had to create their independent social
wel fare systens under very difficult conditions of public
institutions establishment and econony’s separation fromthe
di srupted Sovi et system

Under situation described above the essential task in the
pension field was to ensure its funding, therefore in 1990-
1991 the Baltic states began establishing social insurance (or
Social) funds separately from the state budget. The main
concern of governnents was to ensure at l|east a certain
anortisation of the decline in living standards of pensioners
in order to safeguard them agai nst severe poverty.

I n 1990- 1995, the aggregate indicator of production slunp
in the Baltic States was approximately 30 per cent higher than
t he respective indicator of the Eastern and Central European
states, and under extrenme circunstances (Latvia) it declined
by 51 per cent. The economc recession has |asted for 56
years.

After a long period of econom c recession, since 1995-1996
the whole region of Baltic States has shown signs of grow ng.
However, today their economes are still consi derably
contracted if conpared with the beginning of the reforns in
1989-1990: in 2001 the real GDP in Estonia conprised 87 per
cent (in 1989 = 100), and in Latvia and Lithuania - 69 per
cent of GDP.

The decline in red GDP added to the risng penson burden. In view of the dready low
benefit level and the politicadl need for socid safety provisons for the ederly, red berfits
could not be downward-adjusted by the same degree as it happened with red wages. These
initial conditions contributed to the establishnment of social
i nsurance systens which are now in restructuring process. In
Estonia and Latvia there were established a three pillar
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pensi on system Lithuania introduced a two pillar pension
system wi t hout mandatory pensi on savi ng.

The success of pension funds functioning depends on a
financial structure at the time of the establishment new
system The Bdtic countries started to condruct their financia sectors twelve years ago
amog from scratch. The work was not easy and al three countries experienced banking
crises in 1992-1995. At that time, the biggest shortcomings in the sector concerned the
functioning of inditutions, legidation and the lack of human capitd. In the second hdlf of the
1990's, the Bdltics darted to reorganize and reform their financia sectors to make them more
efficient and rdiable. Privatization was speeded up and new legidation and supervison
inditutions were put in place. As a result, the financid sectors in the Bdtic countries have
developed quite rapidly over recent years and there are currently no immediate threats to their
dability. Despite podtive developments in the last few years, the Bdtic financid sectors are
dill clearly below the level of devdopment of the financid sectors in EU countries. Also the
banking sectors, which dominate the financid intermediation in the Bdtic countries, are ill
relatively small.

After privatizetion and a number of mergers the banking sectors in the Bdtic countries
have ended up being highly concentrated and largely foreign-owned. The concentration has
not only happened insde the countries but aso a the Bdtic levd. Foreign owners control
nearly al szesble banks in the Bdtic's and mogt of these banks are operating in dl three
countries. In addition to that, foreign banks have brought concentration to the Bdtic other
financid intermediaries (leesing, insurance companies) through the establishment their
subgdiaries in this financid markets. The bancassurance is dominant financid organizationd
dructure in Estonia and Lithuania

The fall of production and different forms  of
privatization in Baltic countries created at the mcro |evel
different path for the developnent in Estonia, Latvia and
Li thuania. The big concessions by governnments in tax relief
for the foreign investors and tax exenption on reinvested
profit push conpanies nore relies on internal financing. This
created additional limtation on the devel opnent securities
markets in the Baltic' s. Today the Bdtic security markets ae smal and
dominated by bond trading. The development of that sector has been stagnant even during the
recent period of growth. Such a Stuation put some limitation on the pengon funds investment
choices.

The Baltic countries are EU accession countries and w ||
becomre EU nmenmbers on May 1, 2004. In the future their
econom ¢, financial and pension funds system devel opnent wil |
be shaped by EU |l egislation and EU i ntegration process.

In this paper, we present a short anadlyss of the establishment processes of the Bdltic
penson funds markets and we concentrate very much on describing the dtuation in the
finandal sectors, as they are rdated to the economic growth. Our am is to give a generd
oveview of the current Sze, dructure and channels of financing penson contractud savings
in the Bdtic countries In paticular we focus on the initid conditions which shgping
functioning of the current penson funds system.

2. Preconditions for the pension funds system establishnent
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Many econom sts now agree that pension reform econon c
restructuring, and the growth options for transition countries
are closely rel at ed.

Time required for the evolution of a conplex pension
system form from sinple elenents crucially depends on the
nunber and distribution of potential internmediate stable form
The shift towards funded pensions is closely related to the
devel opnent of the financial sector and its infrastructure.
The preconditions for |aunching of the pension systemreform
are also inproved together with the increased nunber of stable
fi nanci al i nstitutions. When and how one my begin
establishing a pension funds systemin a transition econony?

The m ni mum requirenments of the financial sector on the
eve of the pension reforminclude Iow inflation, real interest
rates, assets diversity, indexed governnment securities and
i ndexed annuity. Hol zmann (1994, 2002) fornulated four m ninum
conditions for funded pension schenes:

Low-m ddl e i ncone | evel (USD 2000 per capita and above)
as proxy for broader demand of financial narket services;
Credi ble macroeconomc policies to provide enabling
environment for the devel opnent of |ong-term financial
i nstrunments;

Core functioning financial market institutions (Banks and
custodi an services) and | ong-term governnment conm tnment
for the devel opnent of FM

Open capital account to diversify investnent and ri sk.

The establishment of the pension funds is a part of the
pension systemreformin the Baltic countries.

3. Gowh in the Baltic States 1990-2001

In 1990-1995 the aggregate indicator of production slunp
in the Baltic States was approxi mately 30 per cent higher than
the respective indicator of the Eastern and Central European
states, and under extrenme circunstances (Latvia) it declined
by 51 per cent. The economc recession has |asted for 56
years. Qutput fell in every Baltic country, wth no
exceptions, and it took longer than initially expected to
recover. It is an unprecedented case in the history of econony
of the XX century: the US production decline during the G eat
Recession in 1930-1934 ampbunted to 27 per cent and the
recession lasted for 4 years (Table 1).

Table 1 shows that the Anmerican G eat Depression was mld
and relatively short conpared to the transformation
"failures." Surprisingly, the transformation "successes"
suffered output declines as deep as those of the G eat
Depression and recovered nore slowly than the U S. in the
1930s.

Li t huani an Banki ng, | nsurance and Finance Institute 7
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Table 1

Country

Total fall of pro

conpari g

of

Conti nuous period of

ducti on

production (nunber

on to 1990 (per cent)

of

years)

fall

in

Est oni a
35

Latvi a

51

Li t huani a
44

Central and Easte
Europe, as well af
Baltic States *
22,6

Cl S~

5 t he

50, 5

3,8

6,5

Production recession of the Great crisis in 1930-1934

France

11

Cer many

16

Uni ted Ki ngdom
6
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USA 4
27

* Al bania, Bulgaria, Czech Republic, Estonia, Croatia, Latvia, Lithuania,
Pol and, Romani a, Sl ovakia, Slovenia, and Hungary.

** Arnmenia, Azerbaijan, Byelorussia, Ceorgia, Kazakhstan, Kyrgyz, Mol dova
Russi an Federation, Tajikistan, Turknenistan, Ukraine, and Uzbeki stan.
Source: The World Bank. Transition: The First Ten Years. 2002, P 5.

After a |long period of econom c coll apse, since 1995-1996
the whole region of the Baltic States has shown signs of
growt h. However, today their econom es are still considerably
contracted if conpared with the beginning of the reforns in
1989-1990: in 2001 the real GDP in Estonia conprised 87 per
cent (in 1989 = 100), and in Latvia and Lithuania - 69 per
cent of GDP (Table 2)!

Tabl e 2
Gowth of real GDP in the Baltic States

Real GDP
Country 1990 1991 1992 1993 1994 1995 1996 1997
1998 1999 2000 2001 2001
(1989=100%
Est oni a -6.5 -13.0 -14.2 -8.8 -2.0 4.6 4.0
10. 4 5(0 -0.7 6.9 5.4 87
Latvi a 2.9 -10.4 -34.9 -14.9 0.6 -0.8 3.3
8.6 3.9 1.1 6.6 7.6 69
Li t huani a -5.0 -5.7 -21.3 -16.2 -9.8 3.3 4.7 7.3
5.1 -3.9 3.9 5.7 69
Central and
East ern Eur ope,
as well as the
Baltic States* -6.6 -10. 3 -2.2 0.3 3.9 5.4 4.8
4.9 3.4 2.6 4.0 2.6 110
Cl S** -0.4 -6.1 -17.3 -12.7 -14.1 -5.0 -3.4
1.0 -3.7 4.5 7.9 5.9 62

* Al bania, Bulgaria, Czech Republic, Estonia, Croatia, Latvia, Lithuania,
Pol and, Rommni a, Sl ovakia, Slovenia, and Hungary.

** Armenia, Azerbaijan, Byelorussia, Georgia, Kazakhstan, Kyrgyz, Mol dova
Russi an Federation, Tajikistan, Turknmenistan, Ukraine, and Uzbeki stan.
Source: EBRD Transition report update 2002, P 17.

These sober-m nded nunbers prove that even the success of
transformation suffered considerable hardship and |oss of
relative economc position in the course of transformation.
All this explains why the vast acconplishments of the
transformati on successes remain unappreciated in the Baltic
countries thenselves, where voters typically responded by
voting the reformers out of office.

Li t huani an Banki ng, | nsurance and Fi nance Institute 9
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Due to the fact that a cunul ative | oss of output was bigger in
Li t huani a and Latvia, pension systemreforns were inplenented
slower in these countries, but faster in Estonia. The
transition in the Baltic countries is to join the G eat
Depression as one of the nost inportant econom c events of the
| ast century.

In the period of 1991-2001 the real GDP growth in the
Baltic countries was negative: in Estonia
was -0.2 per cent, in Lithuania - -2.4 per cent and in Latvia
- -2.7 per cent. For exanple, Poland was nmarked by the fact
that it experienced only tw years of negative growth and
achieved 4.5 percent of the real GDP growth in the period
1991-2001. For the sane period the real GDP of Hungary and the
Czech Republic economes grew at the rate of 3.1 percent and
1.6 per cent yearly. In the period of 1991-2001 the yearly
average growh of real GDP in OECD countries was 2.8 per cent.
These figures put the Baltic regions on a slower pace towards
t he establishnent of the pension funds systemin conparison to
Eastern and Central European countries.

The first years of the transition were marked by an
extraordinary increase in size of the informal sector or
“hi dden” econony. These factors should be kept in mnd during
the follow ng discussion.

4. Wy the initial collapse?

The dramatic growth slowdown of the economes of the
Baltic States is also useful to shed |ight upon the overal
econom ¢ conditions at the brink of the collapse, which is
circa 1989. This is of great inmportance for our analysis
because one mmin question which the literature on the growth
performance of transition economes in the 1990s attenpts to
answer is the relative inportance of initial conditions vis-a-
vis crucial refornms. Understanding of the role of initia
conditions in the mpjor economc refornms can better prepare
for the pension systemreform

Growth figures are helpful in depicting the collapse. It
provides for a deconposition of GDP growh and involves
identifying the individual contributions of various factors to
overall econom c growth. The question which this nethodol ogy
argues is how inportant is factor accunulation relative to
i nprovenents in the efficiency with which capital, |abour and
ot her factors of production are used. The gromh rate of total
factor productivity (TFP) is conventionally conmputed as a
residual, as that share of overall growth that cannot be
accounted for by increases in quantities of inputs alone. W
use cal cul ations from Canpos and Coricelli (2002) because it
is closer to our intuition as researchers fromBaltic regions.
(Moreover, the shares of | abour and capital are assuned to be

Li t huani an Banki ng, | nsurance and Fi nance Institute 10
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0.7 and 0. 3,
signi ficant
policies on initial

Growt h Accounting Results for
1970- 1997

TFP growt h
Estonia Avg. 1971-97
0.2

Avg. 1971-1990
1.9

Avg. 1971-80
1.4

Avg. 1981-90
0.5

Avg. 1991-97
-2.2

Latvia Avg. 1971-97
-0.4

Avg. 1971-1990
2.7

Avg. 1971-80
1.4

Avg. 1981-90
1.3

Avg. 1991-97
-5.3

Li t huani a Avg. 1971-97
0.3

Avg. 1971-1990
2.3

Avg. 1971-80
0.0

Avg. 1981-90
2.3

Avg. 1991-97
-4.5

FSU AVERACE Avg. 1971-97
1.3

Avg. 1971-1990
1.0

Avg. 1971-80
1.0

Avg. 1981-90
0.0

Avg. 1991-97
-6.4

respectively).
results on

Coricelli and Canpos present sone
the dependence of the effects of reform
conditions and on institutional devel opnment.

Factor growth

Tabl e 3
Former Sovi et Union Countries,
CQut put grow h
1.1
0.9
54
3.4
3.8
2.4
1.6
1.0
-3.4
-1.2
-0.1
0.3
59
3.2
3.6
2.2
2.3
1.0
-8.6
-3.4
0.8 -
1.1
6.5
4.2
2.8
2.8
3.7
1.4
-6.3
-1.8
0.0 -1.3
5.3
4.4
3.8
2.9
1.5
1.5
-7.7
-1.3
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I nsurance and Fi nance Institute 11



V. Kat kus, R Lazutka. The Establishment of the Pension Funds Systemin the
Baltic States.

*CEE AVERACE Avg. 1971-95 2.1 1.2
0.9

Avg. 1971-1990 6.4
4.1 2.2

Avg. 1971-80 5.9

3.3 2.5

Avg. 1981-90 0.5

0.8 -0.3

Avg. 1991-95 -1.1
-1.2 0.1

Source: Growth in Transition: What W Know, What We Don’t, and What W
Shoul d

By: Nauro F. Canmpos and Fabrizio Coricelli WIIiam Davidson Wrking Paper
Nunmber 470

February 2002. P. 8,09.

*CEE — Bulgarija, Cekija, Kroatija, Lenkija, Rununija, Slovakija, Slovenija
ir Vengrija.

In the period of 1971-1990 Lithuania has the highest
average output growh rate (6.5 per cent) in the Baltic region
and hi gher than the FSU and CEE averages (accordingly 5.3 per
cent and 6.4 per cent). In the period of 1981-1990 on the eve
of economc reform the Lithuania TFP (2.3 per cent) and the
Latvian TFP (1.3 per cent) were higher than the averages in
FSU and CEE (accordingly 0.0 per cent and 0.8 per cent). In
conparison to the declines in the FSU and CEE countries these
two economes at that time were very efficient in the Soviet
Uni on system The higher TFP in Latvia and in Lithuania can be
expl ai ned by better exploration of the Soviet-type econony and
can reflect deeper integration in inter-enterprise arrears
(Tabl e 3).

Big enterprises usually were closely connected to the
partners providing supplies and receiving goods in other
Soviet republics. Allied enterprises in the Union were
squaring their accounts in Moscow. That is why Estonian allied
conpanies, in respect of which decisions were taken in the
centre, nmade up to 13 per cent of all the industrial
conpanies, in Latvia — 35 per cent, and in Lithuania — 40 per
cent (Hansen and Sorsa). This proves that Lithuanian and
Latvian conpanies were nore integrated in the econony of
Sovi et Union, that Estonian ones.

From our point of view the so-called phenonmenon of
di sorgani zation was at the heart of the disruption of the
Sovi et -type econony, but not the “credit crunch”. At this tine
the banks played little role in the econonmy. Blanchard and
Kremer (1997) clains that disorganization was an inportant
reason for output coll apse especially in countries of the FSU.
Di sorgani zation is defined as the break down of economc
relations of the old regine, relations that cannot be repl aced
overni ght by new ones. The main concept underlying this view
is “specificity” in economc relations between firms. The
peri od of central planning was one of extrene specificity, as
firms were locked in relationships with a small nunmber of

Li t huani an Banki ng, | nsurance and Finance Institute 12
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firms, in many cases only with one firm Firnms did not need to
accunul ate any information on other firms and in particul ar

had no information on the ability and willingness to pay of
their custoners. Production chains link firns to several
suppliers, depending on the degree of conplexity of

production. Higher conplexity inplies a |arger nunber of
inputs. In the decentralised systemprices are set through a
bar gai ni ng process. Cust omer firns, general ly state
enterprises at the start of refornms, nmake an offer price to
their suppliers. If such price is below the reservation price
of the supplier (e.g. the outside option for the supplier),
the latter does not provide inputs to the state firm and,
thus, output falls. Assumng strong conplenentarities in
production, even the lack of one input inplies the
i npossibility to produce.

Also, it took from two to five years for the Baltic
countries to find new suppliers and new markets for the
products. After initial collapse of foreign trade in early
1990, recovery of export of both goods and service has been
good. Since the start of transition in 1990-1991 the
direction of the Baltic trade has change dramatical |ly. Europe
has becone their trading partner, as the collapse of the trade
in Russia and the other FSU countries was replaced by export
to new countries. In 1996, over 51 per cent of Estonia's, 44
per cent of Latvia s and 33 per cent of Lithuania s export
went to EU, conpared to nearly none at the start of
transition. In 2002 all export of the Baltic countries nade up
nore than 50 per cent of total export to EU.

The product pattern of trade was gradually changed.
Initially, the Baltic States w th EU countries exchanged raw
materials — their own, such as wood, or re-exported, such as
petrol eum and netals — against machinery and other consuner
goods. Trade related to processing of goods, such as textiles
and clothing fromEU raw materials, has energed in all three
countries. In addition to textiles, various machinery products
are now processed in Estonia, Latvia and Lithuania which
exploit its |Iowcost but highly skill labour. Wth the gradua
increase in real wages and productivity, its structure of
trade is gradually noving closer to that of industrial
countries.

Export has recovered from“old industries” (food, textile,
machi nery), suggesting that restructuring nmay have taken place
during transition and they exploiting preceding markets |ink

and know how. Restructured “old industries” are still at the
heart of the export-oriented industry but slowly increasing
t he share of “new i ndustries” (tel ecomuni cati on,

bi ot echnol ogy, software).

The inplication of disruption of Soviet-type econony
mechani sm was that output decline was worse in the countries
that started reforns from a nore rigid system of central

Li t huani an Banki ng, | nsurance and Fi nance Institute 13



V. Kat kus, R Lazutka. The Establishment of the Pension Funds Systemin the

Baltic States.

pl anning. This is the case for Latvia and Lithuania. Until now
these two countries have bigger foreign trade share wth
Russia and CI'S countries conpared to Estonia. This reflects
ol der pattern of trade, better diversification of foreign
trade and better know how of Eastern markets.

The vast mmjority of analyses nmade conclusions that the
decline was large and often say or inply it has been
surprisingly large. In a sense, Berg and others (1999) do
propose an answer, saying initial conditions explain not only
the variation across the Eastern block countries, but the
actual decline as well, and that policy reforns do nothave any
further negative inpact on output Ilevels. W agree that
initial conditions played crucial role, but we disagree on the
perception of reform process. Contrary to Berg and others
position we argue that policy reform especially the chosen
form of privatisation has tremendous influence for further
negative inpact on Baltic countries output fall.

In 1990-1994 the core of refornms in Baltic States was
privatisation which put region countries on the different path
of the devel opnment.

5. Macroecononi c stability
5.1. I nflation

Macr oeconom c stability and low inflation are essenti al
because neither the securities markets nor institutional
investors can function efficiently under high and volatile
inflation. Although the use of inflation-indexed instrunments
may mtigate the problens caused by noderate inflation, any
i ndexati on mechani smwould tend to break down in the presence
of high and accelerating inflation.

Now thereisa st rong consensus tha fi nancial stabilization,and
inflation control in particular, is a necessary first step before sustanable growth
can occur. In 1992-1993, the Baltic States introduced their
national currencies (Table 4).

Tabl e 4
When were national currencies introduced?
Country
Nat i onal | currenci es
Begi nni ng Singl e instrument of
paynment Currency
Est oni a June 20, 1992 June 20, 1992
Kr ona
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Latvi a May 7, 1992 July 20, 1992
Latvia's

roubl e

March 5, 1993 Cct ober 18,
1993 Lat as
Li t huani a May 1, 1992 Cctober 1, 1992

Coupon
June 25, 1993 August 1,

1993 Li tas

Source: Bank of Estonia; Bank of Latvia; Bank of Lithuania.

The region chose stabilization, which was based on the
exchange rate. Anong transition economes, Estonia first
i ntroduced a currency board in 1992, followed by Lithuania in
1994. The currencies of alnost all countries using currency
board arrangenents have been pegged to sonme major
i nternational currency. The anchor currency has been the US
dollar in the Lithuanian case, although Estonia has opted for
the German mark. In 1994, the Bank of Latvia pegged its
nati onal currency to the SDR basket of currencies and keeps
t he exchange rate fixed through passive interventions in the
forex market (Table 5).

Most transition countries have introduced a currency board
in response to severe nmacroeconom c inbalances. The one
possi bl e exception is Lithuania where the external value of
currency had been stabilized before the currency board was
i mpl enent ed.

Since the beginning of 2002 the Estonian and Lithuanian
national currencies are pegged to the Euro.

Tabl e 5
I ntroduction of Currency Board Arrangenent in the Baltic
Countries
Country E rhangp ratle lntroducktian (hj ective
Responsi pl e Official
mechanijsm dat e
institutfon parity
Est oni a Currency 1992 Stabilization
of The Bank of 8 EEK = 15.64664 EBK =
boar d
macr o- ecjonony Est oni & 1 DEM 1 EUR]
Latvia Fi xed 1994
Stabilization of The Ban of SDR* *
rate
macr o- econony Latvi a
Li t huani a Currency 1994 Stabilization
The Bank of 4 LTL = 3. 4528LTL =
boar d of
macr o- econony Li t huani a 1 USD 1 EUR***

*Since January 1, 2002
**Lats may fluctuate +/- 1 per cent in respect to anchor currency
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***Sjnce February 2, 2002
Sour ce: Bank of Estonia; Bank of Latvia; Bank of Lithuania.

We focus on stabilization since we are mainly interested
in the expansionary effects on GDP growth, consunption, and
investnent. A nore recent paper (Khan and Senhadji, 2000)
anal yses this relationship separately for industrial countries
and devel oping countries and finds that “the threshold |evel
of inflation above which inflation significantly slows growth
is estimited at 1-3 percent for industrial countries and 7-11
percent for devel oping countries." Above that rate, inflation
and growt h are negatively related. The Baltic countries were
the fastest anobng all former Soviet Union countries to reduce
inflation. Already in 1997, due to the introduced national
currency and currency board arrangenent in 3-4 years period of
time Estonia managed to curb the inflation rate down to 11.2
per cent, Lithuania — 8.9 per cent, and Latvia — 8.4 per cent.

Table 6
Inflation in the Baltic Countries in 1990-2001

1990 1991 1992 1993 1994 1995

1996 1997 1998 1999 2000 2001
Est oni a 23.1 210.5 1076.0 89.8 47.7 29.0
23.1 11.2 8.2 3.3 4.0 5.8
Latvi a 10.5 172.2 951.2 109.2 35.9 25.0
17.6 8.4 4.7 2.4 2.8 2.4
Li t huani a 8.4 224.7 1020.5 410.4 72.1 39.6
24.6 8.9 5.1 0.8 1.0 1.3
Central and
East ern Eunope
And Baltic
Countri es:

Medi an 23.1 117.7 207.3 35.3 32.2 25.0
17.6 8.5 8.0 4.2 6.2 5.5

Aver age 204.0 118.5 445.3 251.3 38.7 20.5
15.2 9.8 8.4 5.2 6.5 5.5
ClS:

Medi an - 93.4 1064 1426 1616 251
44 17 11 26 20 11

Aver age - 108.1 1055 1827 2648 350
151 34 19 48 29 17

Source: EBRD Transition report update 2002, p. 18.

On the eve of establishing pension fund system in the
Baltic States (2001), the inflation rate ampunted to 5.8 per
cent in Estonia, 2.4 per cent in Latvia and 1.3 per cent in
Li t huania, which is far less than the inflation nedian in the
Central and Eastern Europe of 5.5 per cent (Table 6).

5.2. Current accounts and financial flows into the Baltics
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The full convertibility of current accounts was
established at the sanme tine in all Baltic countries: in
Lithuania — May 1994, in Latvia — June 1994 and in Estonia -
August 1994. They dl decided to liberdize their capitd accounts before they had a
fully developed and supervised financid system. The drategy was very risky, because of
externd shocksto banking systems.

Table7
Current account balancesin the Baltics, 1994-2001 (per cent of GDP)

1994 1995 1996 1997 1998 1999 2000 2001

Egtonia -72  -44 -92 -122 -92 -47 -64 -65
Lavia -02 -36 -42 -61 -106 -96 -69 -101
Lithuania -21 -102 -91 -102 -121 -112 -6.0 -48

Source: Bank of Finland Institute for Economiesin Transition, BOFIT

Externad debt, in particular public one, remains smdl as countries darted with zero debt.
The origind zero debt leve has fadlitated running quite Szesble foreign deficits without
ovely loss of credibility. Reative to GDP, Bdtic foreign debts have risen since. The raio of
foreign debt to GDP was in 1994 16.5 per cent for Estonia, 22.6 per cent for Latvia and 12.4
per cent for Lithuania The figures had risen to 60.9, 70.9 and 43.8, respectively, by 2001.
Mog of this debt is private and the biggest one in Estonia Still, the debt burden reative to
export revenue remains very modest in al countries. Externa debt service cost reative to
current account revenue was in 1994 1.6 per cent in Estonia, 39 in Latvia and 2.3 in
Lithuania. In 2001, the figures were 7.2, 14.7 and 28.0 per cent, respectively (EBRD, 2002).

Lithuenia has been somewhat of an exception. Due to larger budget deficits, the country
has bigger government T-bill markets than its northern neighbors. Also, until 1997 the
country was less able to finance its current account deficit by direct investment, and
consequently accumulated a bigger foreign debt. Laer, largdy due to accderated
privatization to foreigners, the Stuation changed.

The financid Russan crigs in 1998 has the same negdive effect on dl Baltic's government
budget balances — they increased by 4 per cent and took one year to accommodate the externa
shock (Table 8).

General government budget balancesin the Baltic's, 1994-2001 (per cent of (-g?)lbD; °°
1994 1995 1996 1997 1998 1999 2000 2001
Egtonia 13 -13 -19 22 -03 -47 -07 04
Lavia -40 -39 -17 01 -08 -40 -28 -18
Lithuania -55 -45 -4.5 -1.8 -58 -82 -33 -14

Source: Bank of Finland Institute for Economiesin Transition, BOFIT.
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In our andyss the economic impact of foreign direct invesment (FDI) in Bdtics we will
asess by factors such as the impact on the capitd account, the contribution to privatization
and the development of the financia sector.

We can compare the structure of capitd flows into the Bdtic countries with those of peer
group (Croatia, the Czech Republic, Estonia, Hungary, Poland and Sovenia). Bdtic's capitd
flow dructure is quite Smilar to that in the peer group, though the share of “other invesment”
isnotably high (Table 9).

Structure of Gross Capital Inflowsinto Selected Transition Economies, 199(}1919-8ble9
FDI Portfolio Other
Investment Investment
Estonia 41.8 171 412
Latvia 37.7 45 57.8
Lithuania 349 131 52.0
Mean First Round Accession Candidates 57.2 224 204

Source: Pekka Sutela, 2002.

In the Estonian case, however, much and probably most such credit is handed by a foreign
owner to an Estonian-based daughter company or might a least be explicitly or implicitly
guaranteed by such a foreign owner. Thus, there is no reason to regard such credits as being
necessty ay less dable than those datigticdly recorded as being long-term. The share of
other investments (bank loans and trade credit) is paticularly in Latvia even greater than in
Egonia. That at least partly reflects the traditiond role of Latvian banks in channding Russa
and other CIS monies into internationd financid markets. The high share of other
invesments into Lithuania is more difficult to explan, but may wel reflect foreign bank
finance in the absence of domestic supply (Sutela, 2002).

Taking in mnd the specific “other investnents” in the
Baltic's we can sy that levd of the foreign direct invesment in Edtonia, Lavia and
Lithuania has often been more than enough to finance the current account deficit.

5.3. Foreign direct investment and privatization

Foreign capital could not only bridge the possible current
account gap but also help in restructuring and nodernizing
transition econom es. One of the main challenges of transition
is the replacenment of the old capital stock with a new one.

Vol untary savings during the transition, carried out by
househol ds and private enterprises in the Baltic’s econony,
would tend to be |lower. Thus, the expectation was that new
donestic market forces would inprove investnent efficiency but
sustain investnment rates at |lower |evels. On the other hand,
the process of economc transformation would require
addi tional investnment to account for restructuring and for the
upgr adi ng of outdated products and production processes. Thus,
new i nvestnents in physical capital represent one of the main
engines of growth in transition economn es.
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In order to trace the actual behavior of foreign
participation during the transition, in what follows we
anal yze data sonme aggregate FDI indicators.

Direct foreign invetments into the Bdtic countries are closdy reated to the privatization

process. Initid gpproaches to the privetization were dgnificantly shaped by politica
consderations. In the region prevailed two different gpproaches how to handle privetization
process. One resulted in large-scale privatization being based on voucher-based programs and
generous concessions being made to indders (exiging managers and workers) as way to
ensure support for continued reforms.
Second approach focuses on economic factors. This form of privatization that has clearly
contributed to improving the podt-privatization performance of enterprises is the sde of assets
to drategic investors. The first way was chosen by Latvia and Lithuania and the second way
by Estonia.

The privatization agency needed to execute direct sales through tenders and auctions. The
edablishment of such agency reflects the beginning of medium or large-scale privatization
focused on the effectiveness of podt-privatization corporate governance and the generation of
revenue from privatizetion. The Estonian Privatization Agency was edtablished as the firg in
region in 1993, the Lavian Privatization Agency — in 1994 and the Lithuanian State
Privatization Agency — in 1996.

For instance, the slower nore individualized (by firm
Est oni an approach appears now to have been nobre successful
than the nore rapid Lithuania voucher schenme. The i nprovenent
in post-privatized conpany’s government 1is being driven
| argely by the changi ng behavior of controlling sharehol ders
and managers who beginning to act in ways that increase share
values rather than to strip corporate assets and incone for
private gains.

The key to success was the higher concentration of the
shareholders in privatized enterprises. Such process was
qui cker with the help of foreign investors. In Lithuania after
mass privatization wth vouchers the concentration of
sharehol ders took Jlonger and this process delayed the
restructuring of the privatized conpani es.

The concentration of the sharehol ders has al so negative
consequences. Many of the previously privatized firms in
Baltic States were purchased by foreign investors that bought
out mnority sharehol ders, converting them into closely-held
conpanies, and in mny cases de-listed them from the
exchanges.

Now in Estonia and Lithuania lagesde privdizaion is close to
completion dthough the date continues to retan shares in some large infrastructure
(dectricity, gas supply, ralway etc) and drategic enterprises. In Latvia the privatization
process going on.

In absolute terms the grestest privatization revenue USD 2.8 hillion has been achieved by
Lithuania, what reflects biggest Bdtic's economy and attractiveness of the assets on offer.
Egtonia has redlized the largest privatization receipts per capita USD 1,637 and was higher
than the average in Centra and Eastern Europe (Table 10).
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Table 10
Direct Foreign Investnents (USD, mllion)
Aggregate Aggregate
Country 1990 1991 1992 1993 1994 1995 1996 1997 1998
1999 2000 2001 DFl DFl
i nfl ow i nflow
percapita
(1989- 2001)

Est oni a - - 80 156 212 199 111
130 574 222 324 350 2, 358 1, 637
Latvi a - - - 50 279 245 379
515 303 331 398 300 2,798 1, 200
Li t huani a - - - 30 31 72 152
328 921 478 375 450 2,837 771
Central and
East ern Eur ope
And Baltic
States *
98. 297 1.365
a s*
34. 368 196

* the Check Republic, Estonia, Croatia, Latvia, Lithuania, Poland,
Sl ovaki a, Sl ovenia and Hungary.

** Armenia, Azerbaijan, Belorus, Georgia, Kazakhstan, Kirgizstan, Ml dova
Russi an Federation, Tadjikistan, Turkmenistan, Ukraine and Uzbeki st an.
Source: EBRD Transition report update 2002, P 24.

Accumul ated income from privatization is the main
financial source, which was used for funding the deficit of the penson reform
trangtion period. In this case, Latvia enjoys a better dtuaion than Estonia and Lithuania as
the penson reform has darted dready, whereas privatization ill goes on.  Thus, the means
receved from privetizetion may be directly used for penson reform trandtion period deficit
financing. For example, Lithuania has gppropricted quite a share of privatization funds for
other purposes.

Table 11
Cunul ative privatization receipts/ GDP (per cent)

Country 1992 1993 1994 1995 1996
1997 1998 1999 2000
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Est oni a - 1.0 2.6 4.1
5.3 6.3 7.1 8.2 8.8

Lat vi a - - 0.3
0.7 0.8 2.2 3.3 3.5 4.1

Li t huani a - 0.9 1.3 1.4
1.4 1.6 6.9 8.0 9.8

Source: EBRD Transition report 2001, P 140, P168, P 172.

Foreign direct investors have financed the bulk of their
investnments in Baltic’s through equity capital. Some part of
FDI in this region is related to the privatization of state-
owned conpanies. The ratio cumulaive privaizaion receiptsFDI gives good
indication about green fidds invesments and expanson rate of the enterprises. At the end of
2000 in Latvia this ratio was 11.6 per cent, in Estonia — 22 per cent and in Lithuania — 46.4
per cent. It's cler that most FDI comes to Lithuania in order to acquire partid or full
ownership of privatized companies. Latvia has the bet rtio.

6. Deindustrialisation in the Baltic countries

The structural characteristics of enploynent are one of
the main indicators of the devel opnent of a country in the
Il ong run. The share of industry, agriculture and services in
gl obal enpl oynment are factors commonly taken as indicators of
a country’s place on an evolutional |adder. In the context of
econom c transition, it has been standard to link the process of
devel opnent to the shifts in enployment structures in terns of
the public (old) and private (new) sectors.

In standard analysis the efficiency of nmarket reforns is
measured by the size of the private (new) sector. The primary
problemis that the size of the private sector is seen as a
one- di mensi onal endogenous outconme of other policy variables,
macroeconom ¢ and fiscal policies. However, the speed of
privatisation has always been a direct policy decision.
Moreover, it was not a one -dinensional choice. (W wl]l
di scuss this problem nore detailed in another chapter.)

Lithuania follows the prescriptions based on the naive
view of economc transition as a process of ‘creative
destruction’ that should proceed as fast as possible. In 1990-
1995 Lithuania has the fastest speed of privatisation in
Baltic States and |later suffered deep output fall and
structural unenploynent. In Latvia the fall of the production
out put was even nore drastic.

Estonia chooses different privatisation strategy by
selling conpanies directly to strategic investors. The
Estonian ratio of private sector/ GDP becones 65 per cent as in
Lithuania only in 1995 (Table 12). The speed of privatisation
in Estonia | ater increased nmore than in Lithuania.

Latvia used the sane privatisation nodel as in Lithuania,
but they started | ater.

Table 12
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Private Sector Share in GDP (per cent)

1992 1993 1994 1995 1996
1997 1998 1999 2000 2001

Est oni a 22 30 45 65
70 75 75 75 75 75
Lat vi a n. a. n. a. 34 53
59 62 65 66 66 66
Li t huani a 37 57 62 65
68 70 70 70 70 70

Sour ce: Central Statistical Bureau of Latvia; Statistical Office of Estonia; Department of Statistics of
Lithuania.

A difference in privatisation nmethods has led to different
outcones in terms of productivity and the dynam cs of output.
It is better to |look at economc transition as a shift from
the old to the new industrial structure of output, rather than
a transfer fromthe state to the private sector

We use analysis apparatus devel oped by M ckiew cz and
Zal ewska (2002). They denonstrate that theoretical analysis of
structural enploynent adjustnents that the deindustrialisation
nodel devel oped by Rowthorn and Wells (1987) for devel oped
countries can be successfully applied to explain the
contraction of the industry sector experienced by post
conmuni st countries during transition. M ckiew cz and Zal enska
t ook sector productivities differentials as the driving force
of structural changes. Reallocation of enploynent to services
(deindustrialisation) represents a mxture of a shift towards
nore efficient production structures and a response to the
shifting pattern of demand. They link the high productivity of a
sector with its successful restructuring. They concl ude that
there are two possible outconmes of structural transformation.
An “efficient” outconme is one where the restructuring takes
pl ace in both the industrial and agricultural sectors, i.e.
productivities of both sectors are high. In this case
dei ndustrialisation is not so drastic. Myreover, the service
sector grows and the agricultural sector decreases. A country
following this path changes its enploynent structure towards
t hose observed in devel oped countries. In contrast, a country
which followed the “inefficient” path of structural adjustnent
(caused by | ow productivity of agriculture and/or industry as
a result of badly inplenmented reforns) is characterised by the
| ower size of the service sector as conpared with the
“efficient” case. It is followed by deep deindustrialisation
and an increase in enploynment in the agricultural sector. Both
of those theoretically defined structural devel opnent outcones
are observed in the Baltic States.

Based on the findings Mckiew cz and Zal ewska we use three
sectors (industry, agriculture and services) to the anal ysis.
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In 1990 the initial structure of enploynent in Estonia and
Latvia was simlar, but slighter different in Lithuania.

In 1995 the private sector in Estonia and Lithuania was
the sane size, but the enploynent structure has grater
difference. During the first five years, Estonia has gradually
decreased its enploynent share of the total enploynment to
reach 9.3 per cent at the begi nning 1995.

In Latvia enploynent structure became closer to Lithuania.

In the Lithuanian and the Estonian case we can see that a
difference in privatisation nethods has led to different
outconmes in terns of enploynment.

In 2000-2001 the enploynment structure in Latvia and
Lithuania clearly converge and they becone different from
Estoni a enpl oynent structure (Table 13).

Tabl e 13
Enpl oynent according to activity sectors in the Baltic States,
per cent

1990 1995 1996 1997
1998 1999 2000 2001
Est oni a:
Agriculture 16.9 9.3 8.9
8.1 g8 1 7.6 6.7 6.4
I ndustry 25.7 24.9 24.0 22.2
21.8 21 3 22.7 23.3
Bui | di ng 8.0 5.4 5.7
7.3 7.3 6.8 7.0 6.9
Latvi a:
Agriculture 16.5 17.9 17.8 18.0
17.1 16| 5 14. 7 C
I ndustry 26.5 18.5 17.7 18.0
16. 4 15 8 16. 2 .
Bui | di ng 9.7 5.4 5.7
5.8 6.0 6.2 6.3
Li t huani a:
Agricul ture 19. 4 23.8 24.2 21.8
21.5 20.2 19.9 17.8
I ndustry 30.6 18.4 17. 4 17.3
17.3 17.1 17.7 17.9
Bui | di ng 11.3 6.9 7.2
7.1 7.1 6.6 6.1 6.2

Source: V.Katkus cal cul ations based on statistic's of Centra Statistical Bureau of Latvia,
Statistical Office of Estonia, Department of Statistics of Lithuania.

In the case of the Baltic States we can see that the |evel
of enploynment in the industrial sector alone does not indicate
successful refornms. To assess the restructuring efforts one nust
inspect the level of enploynment in agriculture (low) and services
(high). Deep deindustrialisation is not an indicator of an
optimal path of transition. Estonia and Lithuania give
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arguments that it is the direction, not the magnitude of
change that matters. This is also denonstrating that reforns
of the agricultural sector play a significant role in placing
a transition country on a devel opnent path that guarantees
convergence to EU enploynent structures (Table 14). Eurostat
based its calculations on 2000 in Estonia 67.5 percent of
| abour is active in industry and the service sector. In Latvia
this indicator is 61 percent and in Lithuania 59.5 percent.

Table 14
Decrease in enploynment in the Baltic States in 1990-2001, per
cent
Estoni a Latvia *
Li t Quani a
Agriculture -74
-34 -25
| ndustry - 37
-55 -49
Bui | di ng -41
-52 -55

* Latvia — in 2000.
Source: V. Katkus cal cul ati ons based on statistic's d Central Statistical Bureau of Latvia,
Statistical Office of Estonia, Department of Statistics of Lithuania.

On the eve of transition process the political decision at
the speed and form of the privatisation has long |asting
consequences for the whol e econony which | ead to divergence of
t he devel opnent in the Baltic States.

Today these consequences nmade the Lithuani an governnent
nore cautious toward the pension system reform pace and the
Estoni ans nore radical. In the Baltic States policymkers are
t oo heavy conditioned by what happened in the past.

7. Capital accunul ation

One of the min challenges of transition is the
replacenent of the old capital stock with a new one. Thus, new
investnents in physical capital represent the main engine of
gromh in transition econom es. Enteprises can finahce gross fixed capitd
formation by retained earnings or by obtaining new credit or by issuing new equity or bonds
on the capital markets.

The two private financing sources externd to the firm (new credit and capitd market
financing) can be further divided by origin to domestic and foreign financing. The mgor
domedtic externd financing sources include new domestic credit from loca banks and other
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finendd inditutions and new equity and bonds issued on the loca capitd markets and
acquired by domedtic investors. The mgor foreign externd financing options for enterprises
include new foreign credit, new equity and bonds issued abroad, new equity issued on the
local capitd markets and acquired by foreign investors, and foreign direct investment, i.e,
foreign investor acquiring more than 10 per cent share in the company.

The corporate investnent is currently nostly financed
t hrough internal sources. The conpanies in Baltic States put
financing hierarchy in follow order: financing internally is
preferred over |ocal bank borrow ng, |ocal bank borrowing is
preferred over issuing bonds in the |ocal capital market, and
i ssuing bonds is preferred over issuing shares in the |ocal
mar ket. Non-bank funding sources are not open to al
conpanies, in particular small and nedi umsized firns.

Capital incone taxation system has a consi derabl e inpact
on the devel opnment of the capital market. Usually, a capital
i nconme taxation systemis characterised by interest, dividends
and reinvested profit tax rates. If the rates of the latter
taxes differ, it neans that capital taxation system is not
neutral. For exanple, if the tax rate on received interest is
relatively lower than other capital revenues, then the
investors are stinulated to invest into the fixed paynents
financial instrunents (bonds, bank deposits, etc.), instead of
shares. As a result, a “shallow’ capital market is devel oped.
In other words, capital incone tax rates change relative
prices at the capital market, and therefore, influence the
si ze and conposition of savings and investnents.

Capital tax base also has a strong influence on the
behavi our of the investors. In particular the internationa
di fferences between the anortization deductions on equi pnent
and buildings, reserves evaluation nethods, exceptions for
investnents into sone industry or service sectors, etc. nay
change the size of capital incone size in enterprises, which
are alike, however operating in different countries.
Therefore, capital taxation in different countries my be
| arger, although capital tax rates are even (OECD, 1991). In
order to assess the possible influence of the capital incone
tax rates and capital incone tax base on investnents, the
effective tax rate is cal cul at ed.

The effective tax rate is an approximte changeable
figure, which allows integrating different rules on taxation

of i nvest nent . Every nmethod has its advantages and
di sadvantages. As three is no unified cal cul ati on net hodol ogy
(OECD, 2000) at present, we will only consider capital inconme

tax rate increase in Estonia, Latvia and Lithuania.

Conmpany’s profit may be divided into the paid profit to
shar ehol ders (dividend) and profit to be left in the conpany
(reinvested profit). A zero tax rate was applied on reinvested
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profit in Estonia and Lithuania. Since 2001 this tax rate was
increased up to 15 per cent in Lithuania, whereas in Estonia
it remai ned unchanged. Such a fiscal policy stinulated the use
of internal financial resources in enterprises. It has inpeded
t he devel opnent of capital market.

Capital Tax Rates in Baltic Countries in 2001, per cent

| nt er est i ncome
Di vi dends Rei nvested profit

Est oni a

0

Lat vi a

Li t huani a 15*
15 15

FDI into the Baltic States has been attracted by the
prom ses of Governnments to give exenption on capital incone
taxes and reinvested earnings taxes. These governnental
regul ati ons gave conpetitive advantages in the |ocal markets
for the conmpanies with foreign capital. Also FDI help to
create the “shallow’ capital markets in the Baltic countries.

The effect of “shallow’ capital market reduces the capital

income taxes, dimnished the level of conmpany’s liquidity,
creates undercapitalised enterprises and creates constrains
for new conpanies in borrow ng debt financial instruments

(bills, bonds) in the market.

A tax system which pronpted reinvestnent of conpany’s
profit instead of issue of new shares, creates a |ock-in
effect, which is useful for present conpanies, but encunbers
t he new conpani es financing. Thus, capital market becones | ess
flexible. Such a capital market is nmore directed towards the
past, i.e. in supporting existing conpanies, but not in the
future, which would promte the establishment of new
enterprises.

These early nmentioned <constrains upon devel opnment
securities markets and small size of econom es can explain why
deep and liquid markets for non-bank funding are not devel oped
in the Baltic countries.

Conpanies’ different attitude toward financing sources
creates different financial structure in the countries.

8. Gowh and financial iIntermedi ation

The podtive associaion between financia-sector development and economic growth is
now a wdl-documented fact. Since Goldsmith (1969) found that the levd of financid
development, defined as financid intermediary assets divided by GDP, was pogtively
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associated with growth, numerous authors have found postive corrdations between differing
indicators of financid development and growth.

Links between financia systems and economic growth occur through one or more of three
basc functions served by the financia sector in an economy: (1) the provison of adequate
indruments for saving, (2) the channdling of resources from savers to borrowers (the
resource dlocation function); and (3) the reallocation of resources when their current uses are
no longer the most profitable.

Savings flowing into the financid sector may be incressed by improvements in the
liquidity and breadth of financia assets, reductions in information asymmetries between firms
and outdde investors, increases in the returns on financid instruments, and by reductions in
transactions costs related to financid assets. An increase in savings can increase growth by
permitting an increase in investment.

The efficiency with which the financid sector performs the alocation functioni.e, the
section and monitoring of firms and projects recaving extend finance will aso
affect acountry’s growth rate.

FHndly, the efficency with which the financid sysem redlocates resources from
unprofitable to profitable uses will affect economic growth.

Each of the dimensons of the financa sector can influence economic growth through
ther impact on any or al of the three functions that the financid sysem peforms. We
condder each of the dimensonsin turn.

Fi nancial infrastructure conprises |egal and accounting
pr ocedur es, the organisation of trading and clearing
facilities, and the regulatory structures that govern the
relations amopng the users of the financial system Fnandd
infrastructure aids processing of information and allocating resources.

Little theory exigts rdating financid market infrastructure to growth.

Country-specific sudies can shed the light how by changes in the financid sector growth
patterns have been changed.

9. Banking sectors in Estonia, Latvia and Lithuania

Exi stence of institutions enabling the functioning of a
mar ket econony is a fundamental precondition for growth.
Institutions that relate to financial markets are of
particul ar inportance.

The restructuring of the financial system of the Baltic
States, which was a bank-based system began after the
establishing of a two pillar banking system i.e. by setting
up central banks and privatising the state banks as well as
giving the way to the establishing of new private banks.

A core of sound and efficient banks and insurance
conpanies is inportant for the handling of pensi on
contributions and other paynents, for the maintenance of
i ndi vi dual records and accounts, for the provision of robust
and efficient custodial services, and for the offer of
reliable insurance contracts, especially with regard to term
life.
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The begi nning of the transformati on of the banking system
in the Baltic States was a period of relatively low entry
barriers due to two main reasons: the need to pronote the
growi ng share of the private sector in banking and the need to
i ncrease conpetition anong banks. These changes include the
establ i shnment of many new institutions and privatisation of
state-owned banks. The process of bank privatisation in
Estonia was conpleted in 2000, in Lithuania — in 2002, whereas
in Latvia it still goes on.

To summarise, we my note that at |east three forces
underlie the recent changes in the Baltic States banking
i ndustry: donestic deregulation and external opening-up of
financial sectors, changes in corporate behaviour and banking
Crises.

9. 1. Estonian banking structure

Egtonian banks are the dominating financid intermediaries with totd assets accounting for
70 per cent of GDP and reached EUR 4.3 billion. In the course of the banking
sector restructuring, the number of credit ingtitutions dropped from 42 banks in 1992 to 11
banks by end-1997 and further to only 6 banks after the Russian crigis in 1998 (Table 15). In
1999 a new bank received a license from Eesti Pank (Bank of Estonia), so that currently there
are 7 banks in the market.

At the same time, consolidation has driven the asset concentration index of the three largest
banks up to 91 per cent. Concentraion was forced manly by foreign capitd inflows,
drengthening of internd governance rules and the promotion of operationa efficiency.
Financid conglomerates of Swedish and Finnish origin hold 82 per cent of the banks share
capitd. There ae saven banks working in the country but the two biggest of them —
Hansabank and Eesti Uhisbank — control about 80 per cent of the sector’'s total assets. Two
Swedish banks control the biggest banks. Swedbank owns the mgority stake in Hansabank
and SEB owns the majority share in Eesti Uhisbank. The consolidated capital adequacy ratio
of Estonian banking groups is a comfortable 14 per cent on the average, with no banks below
the 10 per cent minimum.

Table 15
Est oni an banks sector main characteristics
1996 1997 1998 1999 2000 2001

Number of commercia banks| 13 11 6 7 7 7
Number of private banks 12 11 5 6 7 7
Number of state-owned banks 1 0 1 1 0 0
Concentration C3, per cent 59 70 93 92 91 91
Concentration C5, per cent 75 83 99 99 99 99
Total assets, EUR miillion 1467 2594 2620 3008 3695 4372
ROE, per cent 30.6 349 -101 92 84 20.9
ROA, per cent 2.9 33 -12 15 12 2.7
Capital adequacy, per cent 124 136 170 161 132 144
Total assets/ GDP, per cent 44 63 56 62 68 72
Foreign ownership
in share capitd, per cent 33 44 61 62 &4 85
Major foreign ownership
in total assets, per cent 3 2 20 90 97 98
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Sour ce: Bank of Estoni a

Bank credits are predominantly granted to domestic resdents, whose share in totd credits
increased in the last five years. Asset dructure changes since 1996 indicate an incressing
shae of loans granted to financid inditutions, mogly internd group members (leasing
subsdiaries). However, the largest share of assets is 4ill attributable to cdams on the non
financid private sector, averaging 40 per cent of tota assets and representing around 65 per
cent of the total loan portfolio.

In terms of economic sectors, industry, real estate and trade receive about 40 per cent of
bank loans, which reflects the strong development in these areas of busness. The most
pronounced decrease of lending to economic sectors was encountered in the agricultura
sector.

In Estonia, loans to the public sector have dways been smdl. There are bascdly two
reasons for this. Firdly, when the Bdtic countries regained their independence they did not
have any public debt. Secondly, the public sector deficit has been under control in Estonia
Since 1994, the general government budget has been close to balanced, except for the year
1999. The government is even required by law to baance the state budget.

As a result of the gahilisation in the banking market and the overdl economic devel opment
in Egtonia, the average maturity of loans has lengthened since 1999. At the end 2001 short-
term loans (12 months and less) comprise about 20 per cent of loans. Loans with a maturity of
10 years or more were 20 per cent of al loans.

Despite rapid growth, the loan portfolio of the Estonian banks shows good quality. The
share of non-peforming loans of tota loans is currently less than 2 per cent. One reason for
thisis the recent economic growth, which hasimproved the qudity of clients.

The banks securities portfolio has followed a rather conservative pattern after the decline
in the stock market in 1997. Foreign debt securities are the dominant segment in the securities
portfolio of banks. However, growth of shares — drategic investments in associated and
affilisted enterprises — has been sgnificant snce April 2001 due to the extenson of the
market share of Edonian banking groups in other Bdtic countries (mainly in Lithuania). In
contrast, the amount of shares held for trade or short-term invesments has diminished
remarkably over the last years, reaching alow 3% in 2001 (ECB, 2002).

During the booming years of 19951997, the quarterly return on capitd (ROE) ranged
between 10-20 per cent, but after the stock market crash in late 1997 profitability measures
turned negative. Only from 1999 onwards did the banks return to capitd ratio turn pogtive
again and ranges around 3 per cent on a quarterly bass. Economies of scae and advanced
technologies exploited over recent years have played an important role in improving the
banks' profitability outlook.

9.2. Latvian banking structure

The Latvian banking system has grown rapidly over the past years. Tota bank assets grew
by a factor of five since 1995 and reached EUR 6.2 billion (73 per cent of GDP) at the end of
2001. The number of credit ingtitutions dropped from 61 banks in 1993 to 22 banks by end
2001 (Table 16).

Foreign investors play an important role in the Latvian banking system, but smdler than in
Egtonia and Lithuania. At the end of 2001, non-residents owned 68 per cent of Latvian banks
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capita. These investors are mainly from Estonia (17.7 per cent), Sweden (16.2 per cent),
Germany (15.0 per cent), Ide of Man (6.8 per cent) and USA (3 per cent). Ten domestic
banks are now mgority foreign owned and among them there are five foregn subsdiaries
doing businessin the country.

Following from the high number of banks the Latvian banking sector is not as
concentrated as in Estonia or in Lithuania and there are many active banks in the market. The
three biggest banks — Parex Bank, Unibank and Hansabank — contral a little more than haf of
al commercid bank assets.

Latvia is the only Batic country where the banking sector is not yet completely privatised.
The Latvian gate owns completdy Hipoteku un zemes banka (Mortgage and Land Bank) and
holds a 32 per cent stake in Krajbanka (Latvian Savings Bank), which is the fifth largest bank
in Latvia. These holdings together account for 4.5 per cent of the totd share capita of Latvian
banks. The government is planning to sdl its sake in Savings Bank but the privatisation is not
expected to happen soon, as the bank is the most important holder of the privatisation voucher
accounts in Latvia and they will be used for remaining privatisation.

Tabl e 16
Lat vi an banks sector main characteristics

1996 1997 1998 1999 2000 2001
Number of commercia banks 32 31 27
23 21 22
Number of foreign banks branches 1 1 1
1 1 1
Concentration C3, per cent n.a n.a n.a na na 51
Concentration C5, per cent n.a n.a. n.a n.a n.a 60
Totd assts, EUR million 1,722 2,560 2,590 3,018
4,500 6,200
ROE, per cent 24 26 11 186 19
ROA, per cent 3 3 1 16 15
Capita adequacy (10), per cent 14.2
Total assets / GDP, per cent 40 52 47
50 62 73
Non-performing loansto:
Tota loans 20 10 7 6 46 28
Foreign ownership
in share capital, per cent n.a n.a n.a n.a na 68
Mgor foreign ownership
intota assets, per cent n.a na n.a n.a na 62

Sour ce: Financia and Capital Market Commission, Bank of Latvia

The ratio of credits of domestic enterprises and households to GDP was 8.7 per cent in 1995
and 28.2 per cent at the end of 2001.

Commercid credits and industrid credits account for the largest share of domestic credits,
a 37 per cent and 27 per cent, respectively, followed by mortgage lending (17 per cent).
Consumer credit and credit card credits sill have asmall share of only around 5 per cent.

In terms of sectors, 23 per cent of dl credits in the domestic economy went to the trade
sector, 18 per cent to manufacturing enterprises, 10 per cent to transport, storage and
communications companies. There is a clear shrinking trend with regard to the trade sector,
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whose credit share decreased condderably since the beginning of the nineties. Many
companies have activdly searched foreign ownership in order to acquire sufficient financing
asforeign partners aso offer technologies, know-how and access to cheaper funds.

In Latvia, loansto the public sector have reached 5 per cent of the total 1oan portfolio.

As a result, the share of long-term loans has increased from 73 per cent at the end of 2000
to 74 per cent a the end of 2001. This sarves as an indicator of successful developments in
mortgage lending, as such lending doubled from end 2000 to end 2001.

Given the high capitd adequacy and fact that the formerly szesble non-performing loans
have decreased to just 4.4 per cent of assets and are well provisoned, however, the strong
credit growth does not seem to pose systemic risks to the banking system. At the end of 2001
Latvian banks kept capitd at the level of 14.2 per cent of risk weighted assets, well above the
10 per cent threshold stated in regulations.

In lagt five years, the Latvian banking sector operated with profits, except for 1998
when banks  business was influenced negatively by the Russan financid crises.

9.3. Lithuanian banking structure

Banks are the most important intermediates of financing in Lithuania Privatisation in
banking sector was completed at the beginning of 2002, when Lithuania sold its lagt date-
owned bank, Agriculturd Bank, to a German bank. The Lithuanian banking sector is ill
sndlest in the Bdtic States. In 2001 bank assets condtitute 32 per cent of GDP and reached
EUR 435 hillion. Banks assets comprise nearly two-thirds of those of overdl financid
system.

Initidly the number of banks soared up to 27 in 1993, followed by a mgor shake-up of the
banking sysem in 1995, which was caused by imprudent and sometimes fraudulent
management activities, as wel as the lack of regulation and rdevant skills. As a result, the
number of banks shrank to 13 in 1996. Foreign banks started opening their branches in 1997
and there are 4 branches a the moment (one from Poland, one from Finland and two from
Germany). At the end 2001 there are nine deposit banks and four branches of foreign banks
operating in Lithuania

As in Edonia the banking sector in Lithuania is highly concentrated — the three largest
banks control 79 per cent of the market. The sector is very much concentrated and the two
biggest banks — Vilniaus Bank and Hansabank — control aimost 70 per cent of the assets of the
whole sector (Table 17). Foreign ownership in the Lithuanian banking sector is very large.
Swedish SEB owns Vilniaus Bank (the biggest bank in Lithuania) and Estonias Hansabank,
in which Swedbank holds a mgority stake, bought Lithuanian Savings Bank (the second
biggest bank) in 2001. In July 2002 the share of foreign capitd in Lithuanian banks is
estimated to be 89 per cent and foreign banks have the mgority power in seven banks.

Table 17
Li t huani an banks sector main characteristics

1996 1997 1998 1999 2000 2001

Number of commercia banks 14 13 12
12 11 9

Number of foreign banks branches - 1
2 3 3 4
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Concentration C3, per cent 47 52 63
63 75 79

Concentration C5, per cent 61 71 80
79 82 89

Totd assets, EUR miillion 1,470 2,190 2, 640 3, 000

3,810 4,350
ROE, per cent -
-15.8 10. 8 1.1 4.0 n. a.

ROA, per cent - -1.0 10 0.1 0.4 n.a
Capital adequacy ratio (10 per cent) 10.5 153 238 174 163 156
Liquidity ratio (30 per cent) 55.7 655 587 454 497 480

Total assets / GDP, per cent 11 11 12
14 13 15

Foreign ownership

in sare capitd, per cent 25 33 38
35 58 81

Non-performing loans to:

Tota loans 32 28 13 12 11 7
Provisonsto:

Tota loans 20.7 185 59 4.5 3.7 2.6

Sour ce: Bank of Lithuania

Bank credit to the private sector has remained a a rather low level and congtituted 13.1 per
cent of GDP in 2001, while funds were mostly redirected to the public sector and foreign
asets during the last few years. The dowdown might be explaned by cautious lending
behavior following the banking (1995) and the Russan crids (1998) as wdl as a generd
scarcity of lending opportunities.

At the end of 2001, the loans to enterprises accounted for 78 per cent (individuals 11 per
cent) of the totd bank loan portfolio. Loans to the manufecturing, trade, energy and
transportation sectors account for 23 per cent, 22 per cent, 7 per cent and 6 per cent
respectively (at the end of 2001) and dominate the loan portfolio of commercid banks.
Leasng companies are becoming an important lending channd for banks, as the share of
loans to nonbank financid inditutions, mosly to subsdiay leasing companies, has been
expanding quite rapidly and amounted to 10 per cent a the end of 2001. The breskdown of
the credit portfolio by sector corresponds roughly with the structure of GDP, dthough loans
to trangportation, congruction and agriculture are dightly underweight.

The average capitd adequacy ratio in the Lithuanian banking system was 154 per cent a
the end of June 2002 and exceeded the minimum requirement sat by the Bank of Lithuania
Recently the Bank of Lithuania started a long-term strategy of lowering the minimum reserve
requirement by reducing the requirement ratio from 10 per cent to 8 per cent in October 2000
and to 6 per cent in March 2001 (2 per cent in the euro ared). The high level of reserve
requirements in Lithuania is manly the result of liquidity concerns, while initidly it dso
sarved as a tool for curbing credit growth and inflation. However, the improving expertise of
individud banks as Lithuania wdl as the drengthening supervisory capecity of the Bank of
Lithuania diminish liquidity concerns and should dlow further reductions towards the euro
arealeve. This process will facilitate to increase bank’ s lending capecity.

Also the liquidity ratio (45 per cent) was conddeably higher then the minimum
requirement of 30 per cent. The main concluson of the FSAP report of the IMF, which was
findised a the end of 2001, was that there were no mgor immediate risks to the stability of
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the Lithuanian financid system. The high capitd adequacy ratio and low ratio of credit to
GDP reflects inauffident financng for smdl- and medium-sized enterprises and as such trend
can be harmful to economic development.

Banks ae wdl capitdised and comply with dl prudentid requirements. However,
traditiond profitability ratios (ROE, ROA) indicae insufficient profitability, which cannot be
explained only by the credit risk issues. Other factors include: a low share of non-interest
income (in 2000, non-interest income accounted for only 42 per cent of net banking income
and less than 30 per cent of gross income), which makes banks vulnerable to interest rate
competition; a high portion of non-interest bearing assets (reserves and tangible assets); and
high generd operating expenses, making up 79 per cent of net banking income in 2000 (ECB,
2002).

9.4. Banking crises and restructuring costs

In addition to the |egal system and political factors
Al l en and Gal e (2000a) have argued that financial crises have
had a significant inpact on the historical devel opnent of
financial systens and their shape. The Baltic States provide a
soft illustration of an energi ng econony affected by this type
of problem Mst systematic banking crises in 1992-1995 these
econom es were caused by poor | ending.

In the early 1990s, when prices of netals and other
commodities in Russia were |argely below world prices, Latvian
and Lithuanian banks were extensively involved in the
profitable activity of trade financing between East and West.
Later this activity increased for banks the bad |oans
portfolios. Another reason of the deterioration of bank | oan
portfolio was sharp decrease in inflation ratio in 1992-1994.
This process increase real interest burden on the conpanies
cash flows and |ater sone conpanies go bankrupts or were
restructured.

In all Baltic countries of the early 1990s supervisory
systenms were inadequate and prudential regulations were
m ssing. Deficiencies in supervision and in the |egal
framework help to deteriorate the quality of banks’
portfolios.

Banking crises in Estonia (1992-1994), Latvia (1995) and
Li thuania (1995-1996) have not been particularly severe. In
the Baltic States the authorities differentiated their
approach according to the source of problens and the size of
the troubl ed banks. Sonme banks were |iquidated, while others
were re-capitalised. Estonia |iquidated banks, which got into
troubl e because of nmanagenent problens, while those ones,
which suffered external shocks, were nerged and re-
capi talised. Li t huani a l'i qui dat ed private banks and
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restructured and re-capitalised state banks. Latvia wdely
| i qui dat ed probl em banks.

These nmeasures apparently softened rigid currency pegs.
Thi s expl ai ns why banking crisis have not been acconpani ed by
an excessive financial sector instability. The banks were
smal |, therefore the restructuring costs were | ow despite of
the high percentage of bad loans in the overall |oan
portfolio. In 1991-1999, the costs to the Baltic States
governnents for banks restructuring was from 1.7 percent
(Estonia) to 3,1 percent (Lithuania) of GDP, whereas the
banking crisis of the USA in 1984-1991 cost the governnent
5-7 per cent of CGDP, and for the Check Republic (1991-1998) it
conprised even 25 percent of GDP (Table 18).

The nmuch higher fiscal costs incurred by the Central
Eur opean countries than the Baltic States can be expl ai ned by
three factors. First, the different restructuring strategies
foll owed by the two country groups entailed different fisca
costs. The CEE authorities pursued intensive restructuring and
recapitalisation of banks involving injection of new capital,
and incurred large costs as a result. On the other hand, the
Baltic governnents rarely restructured or injected new capital
into banks, and incurred |lower fiscal costs as a result.
Second, there was nore |oss-sharing with depositors and bank
shareholders in the Baltic’s than in the CEEs. Third, the
restructuring operations undertaken by the CEEs suffered from
several weaknesses, which raised fiscal

These fiscal expenditures did not always appear in the
central governnent budget, and did not necessarily contribute
to the government deficit; nonetheless, they represent a cost
to the public sector. The fiscal costs raised the governnenta
debt burdens. Fromthe table ...we can see that the cost to the
Estoni an, the Latvian and the Lithuanian governnments of the
restructuring of the banks was the |lowest in the Eastern and
Central Europe.

Tabl e 18
The crises of the banks

Country Year The hi ghest |evel of
bad | oans/ The costs| of restructuring

Al l | oans,
per cent . banki ng syst en’ GDP
per cent, (10991-1998 m)
Est oni a 1992- 1994
1.9
Latvi a 1995 20
2.7
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Li t huani a 1995- 1996 32
3.1

Bul gari a

41.6

Czech Rep.
25.4

Hungary

12.9

Pol and

7.4

USA 1984-1991 4
5-7

Nor way 1988- 1992 9
4

Fi nl and 1991- 1993 9
8-10

Sweden 1991- 1993 11
4-5

Source: Tang and ot hers.

The fiscal <cost of banking restructuring for the
governnment was not very large in Estonia (around
1.4 percent of GDP for the period 1991-98) because the
government decided to bail out only two banks that faced
sol vency problenms after they had | ost access to part of their
assets, held in Mdscow. The other banks were |iquidated. The
cost incurred by the governnment in connection wth banking
sector problens includes a transfer to the central bank,
extended in 1996, that enabled the nonetary institution to
cover the | oss suffered in 1994, partly as a result of banking
sector crises.

In Latvia, treasury bills were issued in 1993 and 1994 in
conjunction with the restructuring of two state-owned banks.
Nevert hel ess, when a full fledged crisis erupted in 1995 after
t he publication of the banks’ audited reports for 1994, the
governnment did not intervene to recapitalise troubled banks
and several banks, including the |argest private banks, were
i qui dat ed. As a result, the fiscal costs  of bank
restructuring for the Latvian governnent were also not very
hi gh (around 2.5 percent of GDP for the period 1991-98).

I n Lithuania, the banking sector was highly concentrated,
| eadi ng the governnent to intervene in support of the banks
t hat were considered “too big to fail”, while smaller private
ones were cl osed.

Capital injection by the government was directed mainly to two
state banks and one private bank that together accounted for
nearly 50 percent of deposits and 50 percent of banking sector
assets. Altogether, the cost to the Lithuanian governnment for
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bank restructuring was around 1.7 percent of GDP (Tang and
ot hers).

After banking crises Baltic’s central banks took nmeasures
to stabilise banking sector, for exanples, they introduced
| nternational Accounting Standards (I1AS) for the financial
reports of commercial banks and BIS standards for the capital
adequacy ratio (Table 19).

Tabl e 19
Stabilisation of Banking Sector

Bank crisis lAS inplenmented Bl S
Est abl i shiment of End of privatisation Banks
ClA consol i dat ed
banks accjounts
super vi sifon
Est oni a 1992-1993 1995
1994 1998 2000

1994

Latvi a 1995 1995
1994 1999
Li t huani a 1995- 1996 1996
1996 1997 2002

Sour ce: Bank of Estoni a; Bank of Latvia; Bank of Lithuania.

One of the nost inportant consequences of the banking
crises in the transition econom es has been changes in the
structure of bank ownership. Fears of bank runs and a vicious
circle of credit contraction in Baltic States push governnents
to encourage bank nergers and foreign take-over. A
consolidation trend has gradually begun to take hold in the
region, from 1997.

Foreign banks lead to higher concentration in banking
sector in Estonia where the three |argest banks have 91
percent and in Lithuania — 79 percent of total assets of the
whol e banking sector. The consolidation within the Latvian
banki ng systemis still going on and now assets of the three
| argest banks account for 52 percent of total assets of the
whol e banki ng sector.

Foreign capital penetration ratio in banking sector
measured as mmjor foreign ownership in total assets is the
hi ghest in Estonia (98 percent) followed by Lithuania (86
percent). Financial conglonerates of Swedish and Finnish
origins hold majority of the banks’ share capital in Baltic
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States. In the euro area countries, in contrast, foreign
ownership is highly limted. Only about 20 per cent of the
banks’ capital in euro area countries is in foreign ownership,
and only in four countries is this ratio at |east 30 per cent
(ECB 2002).

The Baltic States region remains under-banked in terns of
banki ng assets and deposits. In Latvia and in Estonia, the
rel ati on of banking assets to the econoni es’ GDP anpunts to
about 73 percent and 70 percent. Lithuania is at the other end
of the spectrum with its banking assets of only around 32
percent of GDP, whereas, in the euro area, bank assets anpunt
to about 265 per cent of GDP.

The banks in the Baltic States are universal banks. They
are financial institutions that are allowed to offer a w de
range of financial products and services to a vast nunber of
custonmers. They not only take deposits and nake | oans, but
they may also sell and underwite securities and insurance and
may own equity interests in firms, including non-financial
firms. In Estonia and Lithuania the trend toward consolidation
of a bank with non-bank financial activities is slowmy but
surely takes ground. This |lead to a situation where banks own
| easi ng conpani es, insurance conpani es and pension funds. In
Baltic region, especially in Estonia and Lithuania, universal
banks act as catalyst for the emergence of financial
congl onerates. The so-called “triangle of finance” is nost
advanced in Estonia, where |argest banks own |[easing
conpani es, insurance conpanies and pension funds. Such a
financial structure very close to sone Latin America countries
financi al congl omerates (Mexico, Brazil).

Universd banks may be less affected when companies bypass banks and raise funds
directly in the capitd makets or financing from other financid inditutions, because the
decline in their direct lending activities may be offsst by an increase in ther leasng and
securities activities. Similarly, the direct sde of penson funds and life insurance policies may
compensate for the drain of deposits that also characterise the bank disintermediation process.

The banks in the Baltic States have becone the main
organi sers of the financial sector. One can claim that a
speeded-up restructuring of the banking sector contributed to
the establishment of a nore efficient banking system

9.5. Trends in the Baltic’s banking industries devel opnents

Over lagt five years, when economic development has been rapid, the banking sectors have
grown swiftly. The growth has been speeded up by large Structurd reforms that Started after
the chain of the banking crises in the 1992-1995. These reforms decreased the number of
banks in the Batic's countries, ended the privatization in the sector and most of the banks
were transmitted into the hands of foreign banks. The Edonian, Lavian and Lithuanian
banking markets are controlled by Scandinavian financid conglomerates. The three largest
financid groups — Swedbank, SEB and Nordea — have more than 60 per cent of the whole
Bdtic’'s banking market (Table 20).
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The concentration (nmore then 80 per cent) in the Estonia
and Lithuania banking sector is very high by any standards.
This ratio is the highest in the region, for exanple, atheend
2000 the market  concentration (market share of the three largest banks) of the banking sector
in Poland was 435 per cent, in Hungary — 51.5 per cent and in Czech Republic — 69.7 per
cent.

Table 20
Three biggest banks in each Baltic country
Country Bank G oup
Country Assets, mllion euros
(March 2002)
Est oni a Hansabank Swedbank Sweden 2709
Eesti Uhisbank SEB Sweden 1184
Nor dea Estonia Nor dea
363
Latvia Parex Bank Latvia 1318
Unibank SEB Sweden 1186
Hansabank Swedbank Sweden 1028
Li t huani a Vi | ni aus Bankas SEB
Sweden 1693
Hansa- LTB Swedbank
Sweden 1159
Agriculture Bank Nord LB Germany 536
Tot al :
11,176

Source: Bank of Estonia; Bank of Latvia; Bank of Lithuania.

Di fference when conpared to Estonia and Lithuania is that
the share of foreign depositors in Latvian banks. For many
Lat vi an banks, receiving deposits fromthe CI'S and reinvesting
themin Western Europe is an inportant business activity. In
smal |  banks, which are specialized in these non-resident
transactions, the non-resident deposits can anount to as nuch
as 90 per cent of the total deposits of the bank. Although
banks have announced that nost of the investments in Western
Europe are in liquid formand with small maturity m smatch,
there is a risk that sonme occasions can lead to a |arge
deposit outflow from Latvia and this could be harnful at | east
for some Latvian banks. Lithuanian banks have small est share
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of foreign liabilities. They (banks) are based on the donmestic
savi ngs.

Only half of Latvian banks assets are related to domestic
econony. One fifth of the Estonian’s and Lithuanian’s banks
assets are invested in foreign markets.

Tabl e 21

The Baltic's banks foreign assets and liabilities at the end

2001
Estoni a Latvi a Li t huani a
Banks’ assets (% of GDP)
70 77 32
Banks’ foreign assets (% of t ot al asset s)
23.01 47. 4 19. 71
Banks’ foreign liabilities (% of t ot al liabilities)
31.81 58.5 15.71
Long-termreal interest rates on credits in national currencies
in Decenber 2001 (9%
5.94 6. 60 6. 06

Sour ce: Bank of Estonia; Bank of Latvia; Bank of Lithuania.

The ratio of credit to the private sector to GDP and the
ratio of M2 of GDP are used as indicators of the degree of
financial depth. These variables are expected to increase when
banking sector is effectively restructured. An increase of
credit to the private sector, however, may also reflect bad
| endi ng practice. Therefore, the share of non-performng | oans
is included as an additional indicator of banking sector
performance.

Tabl e 22
Credit to the private sector to GDP, per cent

Country 1992 1993 1994 1995 1996
1997 1998 1999 2000 2001

Est oni a 7,6 11,1 13, 4 14,7
19, 2 26, 4 25,2 25,9 25,9 n. a.

Lat vi a - - 15,9
7,4 6, 8 10,5 15,5 16,0 19,6 n. a.
Li t huani a - 13,8 17,6 12,6
9,4 9,3 9,6 11,1 10,1 11,7

Source: EBRD Transition report 2001, P 140, P 168, P 172. Bank of Estoni a;
Bank of Latvia; Bank of Lithuania.

In Estonia credits to the private sector grow permanently
starting from 1992. Even banking crises in 1992 and 1994 did
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not stop this process. Only Russian financial crises slightly
decrease |l ending volunes to the private sector. This Estonian
banki ng industry’s attitude toward private conpanies helps to
keep the real sector on the growth path.

The picture is quiet different in Latvia and Lithuania.
The banking crises in both countries hit hard banks | ending
practices. Latvia reached pre-crises (1994) level in 1998 and
Lithuania only in 2002. This has inpact on private conpanies’
devel opnent. Opposite to Estonian situation the banks in
Latvia and in Lithuania were really untouched by Russian
financial crises in 1998 (Table 22).

The ratio of non-performng loans to total |oans decreased
and now is at a confortable |evel.

The ratio of M2 and GDP is used as another indicator of
the degree of financial depth. This ratio follows the sane
trend as the ratio of credit to the private sector to GDP.
Just Russian financial crises in 1998 sharply reduced M2 in
Estonia (Table 23). This reflects reduction in banks trading
in the securities market.

Tabl e 23
M2/ GDP (per cent)
1993 1994 1995 1996
1997 1998 1999 2000 2001
Est oni a 32,8 33,5 32,9 34,6
40, 6 35,4 42,1 48, 0 52,1
Latvi a 31,5 33,4 22,3 22,2
26, 6 25,7 25,6 29,4 32,3
Li t huani a 23,1 25, 8 23,3 17, 2
19,0 19,4 21,0 23,1 26,5

Source: EBRD Transition report update 2002, P 55, P 69, P 71.

The Estonian and Latvian banks’ return on equities and
assets are higher. Sonme commentators have expressed concern
about the adverse inpact on stability of the pressure to boost
(short-run) shareholder value. In this respect, a rate of
return on equity of around 15-20 per cent appears to be
expected. G ven an 8 per cent capital ratio, this norm woul d
translate into a 1-2 per <cent return on assets. This
expectation may not fully reflect the transition to a world of
| ower inflation, and may be based on growth assunptions that
are not likely to be sustainable. It also seens relatively
anbi tious conpared with risk-free returns. To the extent that
forei gn sharehol der expectations of returns are too denmandi ng,
t he enphasi s on sharehol der val ue could thus push banks into
riskier areas in the future. Alternatively, the shift to fee-
based services could continue, and banks could becone nore
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i nvol ved as asset gatherers and active internmediaries in the
capital markets.

The saries of reforms have dabilized the Bdtic's market and generd trust in the
gability of the banking system has increased among the citizens later. More than 90 per cent
of the Bdltic's savers keep their wealth in bank deposits.

10. Non-banki ng financial intermediaries

Di sinternedi ati on processes start slowy in the Baltic
countries. Qutside banks the |easing and factoring conpanies
are the fastest growing financial internediates. At the end
2001 total leasing and factoring portfolio reached EUR 2
billions. Half of this conprised the Estonian assets. Becasthe
three biggest leasing companies are owned by banks, this market has t he sane hi gher
concentration as banking market.

Totd invesment funds assats in the Bdtics account only EUR 200 million. The
i nvestnent funds industry in Estonia is biggest and as country
has the highest invesment funds culture in the Bdtic Staies This financid knowledge
facilitates the establishment of the pension funds system.

Credit unions play a minor role in financid intermediations. They ae manly deveoping in
Lavia and Lithuania In the future credit unions can play a crucid role in providing finance
for they membersin rura aress.

Estonia. The investment funds began to develop earliest in the Bdtic's in 1996. Domestic
money market and capita growth funds became most popular. However, after the decline in
gock prices during the Russan financid crises in 1998, investment funds assets shrank (from
2.36 per cent to 0.5 per cent of GDP), and the higoricdly high share of investment funds
invesed into stock market diminished and has remained & a modest level snce. In 1999,
invetment funds assets demondrated some revival. During last year, invesment funds have
experienced a rapid growth, partly because money market and interest funds attracted
companies dtention as an dternative short-term invesment facility for bank depodts (Table
24). In 2001, the economic growth boosted the volume of the funds rapidly and at the end of
the year, the volume of investment funds was EUR 190 million. The penson reform is aso
expected to accelerate the development of investment funds industry.

Table24
Selected indicator s of the Estonian investment funds
1996 1997 1998 1999 2000 2001*
Investment funds' assets (EUR m) 31 97 23 76 98 148
o/w money market funds (%6) 22 45 79 79 75 72
o/w interest rates funds (%) 1 0 5 14 17 21
o/w stock and index funds (%) 78 55 16 7 7 7
o/w pension funds (%) - - - 0 1 1
Investment funds' assets to GDP (%) 092 236 050 150 173 248
Number of investment funds 12 23 13 14 16 17
Number of asset management companies 6 10 7 5 6 6
*June 2001,

Source: Bank of Estonia.
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Leasing. Since its establishment in 1993, the leesng market has developed repidly and has
become an important funding dternative to bank loans both for enterprises and private
individuds. Because the mgority of leasng companies are owned by banks (four from the
five companies), the main source for financing of leasing companies is credit by parent-banks,
but they are dso able to raise funds from international capita markets with the guarantee of
the parent bank. Banks encourage leasing financing over ordinary bank loans mainly because
of collateral ownership reasons. According to leesng contracts, collaterd will reman the
property of the leasng company, which makes the saizure of the collaterd, if necessary,
easer than in case of bank loans.

In 2001, leasing assets condtitute 15 per cent of GDP. The totd volume of the leasing
portfolio had increased to EUR 950 million by the end of July 2002. The structure of leased
goods is reatively concentrated, being dominated by red edtate (22 per cent), individua cars
(27 per cent), commercia vehicles (20 per cent) and investment goods (20 per cent).

The man vulnerability of the leesng maket is that difficulties in this sector can have an
adverse impact on parent banks. Such an event can be triggered by the economic downturn
and can lead to a dgnificant raise in default rates on leasing contracts, considering the high
concentration of contracts into specific sectors.

Latvia. Assatsin investment funds started to grow rapidly from the beginning of 2001. By the
end of March 2002, the assats of investment funds had grown to EUR 18 million.

Leasing. The leasng market is growing very fagt in Latvia The leader in the market, with 42
per cent of the market share, is Hansa Leasing, a subsidiary of the Hansa Group. In 2001, the
leesng market grew 62 per cent and amounted to EUR 500 million. Often leesng financing is
channeled for purchases of cars and red estate.

Credit Unions. There are 22 credit unions operaing in Lavia At the end of March, thar
assets amounted to EUR 3 million. The main type of credit union activity is providing short-
term and medium term loans to their members, mainly for the purchase of consumer goods.
The share of loans issued to members comprised dmost 80 per cent of assets. The credit
portfolio has grown rapidly (48 per cent in 2001).

Lithuania. Investment funds industry is in embryonic sage. The | egal background
for investnment and pension funds was established few years
ago, but due to not favorable taxation environnment here was
established only one index fund with EUR 1 mllion in assets.

Leasng. In 2001 leasing and factoring conpanies’ portfolio
reached 3 per cent of GDP. Thereae nineleasng companiesin Lithuania With
amal exceptions they are dl banks subsdiaries Three leasng companies comprise 85 per
cent of the totd leasng portfolio in Lithuania The aggregate portfolio of the companies
amounted to EUR 380 million a the end of June 2002. The sector is growing fast and the
portfolio was 65 per cent bigger than a year ago. The mgor leasng objects by rank are
trangport vehicles, red estate and capital goods.

Credit Unions. There are 47 credit unions in Lithuania The unions are dl very smdl. The
sector is growing and new unions are being founded. The assets of the unions more than
doubled in ayear and amounted to EUR 14 million at the end of June 2002.

11. I nsurance Markets in the Baltic States
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In nost reform ng countries in Central and Eastern Europe
including Baltic States, insurance conpanies in the line with
banks play a leading part in the private pillar of the new
mul ti-pillar pension systens. Sone |ight should be shed on the
subject from the pension funds and pension systems reform
perspective. W will concentrate our attention mainly on life
i nsurance market .

First private insurance conpanies appeared in the Baltic
countries in 1991 and in 1992. Private insurance businesses
devel oped qui ckly.

For the regulation of insurance activities relevant |aws
were passed in Lithuania in 1990, in Estonia in 1992 and in
Latvia in 1993. Oiginally, insurance business was supervised
by Mnistries of Finance. A pernmanent insurance supervision
authority was set up in Estonia in 1993, in Latvia and
Li thuania — in 1995.

Privatization of the state conpani es that had taken over
the liabilities from Gosstrah was one of the npst inportant
pr obl ens. In 1995 -1997 this process was conpleted
successfully in all the Baltic countries.

In m d-90s, the Baltic countries were to inprove insurance
| egi sl ation and supervision. New insurance | aws were passed in

Lithuania in 1996 and in Latvia — in 1998. Life insurance was
separated from non-life insurance in Estonia in 1992, in
Latvia - in 1994 and in Lithuania — in 1996. The sol vency

control as applied in the EU was introduced. Now insurance
accounting conplies with EU requirenents in Estonia, Latvia
and Lithuani a.

The insurance markets in the Baltic States have been
established within a very short period of time - only 12
years. Market activities are regulated by |egislation that
conplies with EU requirenments and professional supervision
authorities have been set up.

11.1. The structure of the Baltic’s insurance market

There are 21 life insurance conpanies and 45 non-life
i nsurance conpanies operating in the Baltic countries. 1In
2001, the total witten premumfor life insurance anmounted to
EUR 50.7 mllion and for non-life insurance to EUR 363.0
mllion.

The structure of the scattered insurance nmarket in Estonia
and Latvia has been concentrated in recent years. At the end
of 2001, there remnined 21 insurance conpanies working in
Latvia and 6 of them are |I|ife insurance. Non-resident
investors own 52 percent of the paid share capital in the
i nsurance conpani es. Although the insurance market in Latvia
is larger than the one in Lithuania and Estonia, but all
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together are still very much undevel oped when conpared to EU
countries. Goss collected premuns anmpunted to EUR 174.1
mllion in 2001

The Lithuanian insurance nmarket is the second biggest in
the Baltics. Gross collected prem uns anmbunted to EUR125.4
mllion at the end of 2001. The |life insurance in Lithuania is
the strongest and conprised half of the whole Baltic's life
i nsurance market .

For ei gn-owned conpani es control over 80 per cent of the
mar ket. Gross collected premiunms anbunted to EUR114.2 mllion
at the end of 2001.

In summary, a breakdown of prem um inconme by insurance
type shows the clear dom nance of the non-life sector over
life. It is also apparent from the available data that the
life sector in the Baltic countries is underdevel oped,
al t hough it does show signs of grow h.

Tabl e 25
Nunber of Insurance Conpanies in the Baltic Country
Country
1996 1997 1998 1999 000 Z001
Est oni a
- non-life insurance conpani es n. a.
n. a. n. a. 11 8 8
- life-insurance conpanies 7
8 9 6 6 6
- total nunber of insurance conpanies n. a. n. a.
n. a. 17 14 14
Latvi a
- non-life insurance conpanies n. a.
20 21 19 17 15
- life-insurance conpanies 9
8 8 8 8 6
- total nunmber of insurance conpanies n. a.
28 29 27 25 21
Li t huani a
- non-life insurance conpgnies n. a.
n. a. n. a. 27 22 22
- life-insurance conpanies 4
4 4 5 5 9
- total nunmber of insurance conpanies n. a.
n. a. n. a. 32 27 31

Baltic states
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- non-life insurance conpanies n. a.
n. a. n. a. 57 47 45
- life-insurance conpanies 20
20 21 19 19 21
- total nunber of insurance conpanies n. a.
n. a. n. a. 76 66 66

Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania).

I n 2002, the Lithuanian insurance nmarket was the fastest
growng market in Baltic’'s due to introduction The Law on
Motor Third Party Liability Compul sory Insurance of Vehicle
Omers and Possessors.

In the first half of 2002, in Lithuania witten insurance
prem um anounted to LTL 125.2 per capita; the share of LTL
108.5 was for non-life insurance and LTL 16.7 - for life
assurance. To conpare with the figures of 2001, changes are
significant. During the year 2001 non-life insurance prem um
per capita was LTL 120.2, while life assurance — LTL 26.6.

Tabl e 26
Structure of Insurance Market in Baltic Countries
Country
1999 2000 2001 2002*
Est oni a
- total nunber of insurance contributions, EUR nln. 83.3
97.7 114. 2 90. 4
- including life-insurance contributions, per cent 15
18 19 18.7
- total nunber of paynents, EUR m n. 40. 7
42.5 47.5 38.6
Latvia
- total nunber of insurance contributions, EUR mn. 160. 3
167.7 174. 1 118.6
- including life-insurance contributions, per cent 7
4 3 5.3
- total numnber of paynent s, EUR m n
55.4 60. 1 67.3 48. 4
Li t huani a
- total nunber of insurance contributions, EUR mn. 100. 7
110. 8 125. 4 144. 6
- including life-insurance contributions, per cent.
18 17 19 15.6
- total nunber of paynments, EUR mn
41. 4 42.9 47.9 47.0

Baltic countries
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- total nunber of insurance contributions, EUR nin. 344. 3
376. 2 413.7 353.6

- including l'i fe-insurance contri butions, per cent
41.8 43.1 50. 7 45. 9

*January- August
Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania).

In order to have a picture of the evolution of the
i nsurance markets in Baltic States it is useful to exam ne
both insurance density and penetration rates. Both neasures
enpl oy |local host country factors to chart the relative
progress of insurance. It can also be used to gauge the inpact
of both life and non-life branches.

To be nore specific, insurance density rates measure
prem um volune in relation to a host country’s own popul ati on,
i.e. how nmuch noney per capita is spent annually on insurance
related products. This neasure is a useful indicator, as
general ly host country popul ati ons remai n constant over short
periods of tinme, but in all Baltic countries in the period
1998-2001 their population |levels have been gradually
decreasing. In contrast the density rates remain stable with
exception of the Latvian case.

However, Latvia has experienced some negative fluctuations
in life premuminconme at this period. Consequently, density
rates have also suffered fromthese fluctuations. It is also
evident that the Ilife sector has experienced far nore
volatility than the non-life sector. In the period 1998-2001,
Latvia experienced a drop in insurance density rate by 50
percent and was EUR 3 at the end 2001. This can be expl aining
by the impact of 1998 Russan financid criss combined with non-favourable legidation for
lifeinsurers.

Pogtive tendencies are expected to continue on the Bdtic's life insurance market because
the life insurance has an enormous growth potentid. For t he sake of conpari son,
the EU |ife insurance density rate is forecast for 2002 w |
anmount to EUR 1372.

However density rates are subject to exchange rate
vol atility. Moreover, because purchasing power generally
differs between countries, as do the costs associated wth
various insurance products, this too could account for country
differences. Gven this situation it is necessary to evaluate
prem um income levels in relation to another host country
measure, nanmely GDP, which is utilized to calculate insurance
penetration rates.

| nsurance penetration rates nmeasure insurance activity in
ternms of prem um volune as a share of GDP in a respective host
country. As such, it neasures the significance of the
i nsurance industry in conmparison to a host country’s total
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donestic econonmic activity. It is a useful neasure because it
is not affected by currency fluctuations as the cal cul ation
utilizes only the national currency of a given host country
with respect to both prem umincome and GDP

In the Bdltic's the average insurance penetration rate for life activity was about 0.25 percent
of GDP during the 1998-2001 period. In comparison, the EU life insurance penetretion rete
for total insurance activity will account for 5.6 percent of GDP at the end of 2002 (Table 27).

Tabl e 27
1998 1999 2000 2001
Estoni a
- | nsurance penetrati on, per cent
1.7 1.8 1.9 n. a.
- incl. life i nsur ance, per cent
0.3 0.3 0.4 n. a.
- Popul ation (average), thous. 1
450 1 442 1 370 1 370
- I nsurance density, EKK
853 931 1 164 n. a.
- incl. life i nsur ance, EKK
142 150 222 n. a.
- Life i nsur ance density, EUR
14 n. a.
Latvia
- Insurance penetration, per cent
2.5 2.4 2.2 2.0
- Popul ation (average), thous. 2
409. 2 2 390.5 2 372.4 2 355.0
- I nsurance density, LTV
36. 6 39.6 40. 3 41. 4
- incl. life i nsurance, LTV
3.3 2.8 1.6 1.5
- Life i nsurance density, EUR
3.0
Li t huani a
- I nsurance penetrati on, per cent
1.0 1.0 0.9 1.0
- incl. life i nsur ance, per cent
0. 15 0. 17 0.17 0.19
- Popul ation (average), thou. 3
567.1 3 542.4 3 518.5 3 484.0
- Insurance density, LTL
134.9 132.1 133. 4 146. 8
- incl. life i nsur ance, LTL
18.7 20.9 21. 7 26. 6
- Life i nsurance density, EUR
8.0
EU*
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- Life i nsurance penetration, per cent
5.6

- Life i nsurance density, EUR
1372.0

Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania); * CEA forecast for 2002

Li t huania and Estonia had the highest average for life
i nsurance as a percentage of total prem uns during the 1998-
2001 period studied in conparison to Latvia. Although, it
shoul d be pointed out that at the end of 2001 the annual val ue
of life business in Lithuania was extrenely lowin euro terns

at just EUR 23.8 mllion. The annual value in neighbouring
Latvia was smallest of the three Baltic States at EUR 5.2
mllion and Estonia had the second place in EURO value with an

annual of EUR 21.7 mllion (Table 28).

As of January of 2002, The Latvian | egislation guarantees
several tax breaks for enployers regarding their life
i nsurance paynents in fervour of their enployees and regarding
the private pension funds. Beginning in 2002, individuals can
also get tax breaks when insuring their health. These
| egi sl ati ve amendnents paved the way for the rapid devel opnent
of the life insurance sector in 2002 in Latvia. Conpletely
opposite | egislative changes were the reason for the shrinking
life insurance market sone years ago.

Tabl e 28
Structure of Life-Insurance Market
Country
1999 2000 2001 2002~
Est oni a
- Total nunber of contributions, EUR nln. 12.5
17. 6 21.7 16. 9
Lat vi a
- Total nunber of contributions, EUR mn. 11.2
6.7 5.2 6.3
Li t huani a
- Total nunber of contributions, EUR nln. 18. 1
18.8 23.8 22.7
Bal tic countries
41. 8 43. 1 50.7 45. 9
- Estonia, per cent
30.0 40. 8 42.8 36.8
- Latvi a, per cent
26. 7 15.5 10. 3 13. 7
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- Lithuania, per cent
43. 3 43.7 46. 9 54.5

- In t ot al
100.0 100.0 100.0 100.0

*January- August
Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania).

The Baltic insurance narkets tend to be quite concentrated
as a bank sectors. For exanple, in Estonia and Lithuania the
top three insurers control a conbined nmarket share of nore
than 80 percent of the life sector. There are two forces
responsi ble for this general trend of market concentration in
the Baltic states: the role of forner state insurers and
insurers with foreign capital.

Taking the fornmer State insurers, these firms were already
wel | est abl i shed in their respective home mar ket s.
Accordi ngly, when the transformation began they were in a good
position to weather the market contractions of the early phase
of the process (1989-95). Fornmer State insurers have enbraced
foreigner capital by privatization process. As for the role of
insurers with foreign capital, the nore successful foreign
entrants noved early and aggressively and |everaged their
knowhow to full effect. This is the case in Lithuania with
“Li etuvos draudi no gyvybes draudi mas“and “Li etuvos draudi mas”
and “Latva“in Latvia taken by Dani sh insurer “Codan”. Besi des,
a key ingredient to their success was a |l ong-term perspective
of the market that placed market share consi derations above
short-termreturn-on-investnent criteria.

Tabl e 29
Li fe-insurance Market in Estonia (January —August 2002)

EUR mllion per cent
Hansapanga Ki ndl ust us 7.358
43.5
Uhi spanga El uki ndl ust us 3. 889
23.0
Seesam El uki ndl ust us
2.875 17.0
ERGO El uki ndl ust us
1.548 9.1
Sanpo El uki ndl ust us
1.010 6.0
Nor di ka El uki ndl ust us
0. 250 1.4
Tot al
16. 929 100.0

Source: Estoni an Financial Supervisory Authority.
Tabl e 30
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Li fe-insurance Market in Latvia (January —August 2002)

EUR mllion per cent

Er go Lat vi adzi vi ba
2.209 35.2
Bal ti kuns dzi vi ba
1.793 28.6
Lat va
1.220 19.5
Seesam Life Lat vi a
0.518 8.3
Sanpo dzi vi ba
0. 475 7.5
Sal amandr a Bal tik
0. 053 0.9

Tot al
6. 269 100.0

Source: Financial and Capital Market Commission .
Tabl e 31

Li fe-insurance Market in Lithuania (January —August 2002)

EUR mllion per cent

Li etuvos draudi no gyvybes draudimas 10. 495
46. 2
Li etuvos dr audi mas
4,043 17.8

Ergo Lietuva Gyvybes draudi mas 3.476
15. 3
VB Gyvybes dr audi nas
2.988 13.1

Sanmpo gyvybes draudi mas 0. 650
2.9
Comer ci al Union Lietuva GyJybes draudi mas 0.472
2.1
Li etuvos Zenes ukio banko gyvybes draudinmas 0. 216
0.9

Li ndra - gyvybes dr audi nas
0. 187 :

Bonum Publ i cum
0. 145 0.6

Seesam Li etuva Gyvybes Draudi mas 0.043
0.2

Prevent a

0. 007 0.1

Tot al
22.726 100.0

Source: State Insurance Supervisory Authority.
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Foreign |ife-insurance conpanies aimat establishing their
branches in every Baltic country. ,Alte Leipziger Europa®
(Germany), Seesam (Finland) and Sanpo (Finland) went the sanme
direction and established their independent 1ife-insurance
conpanies in Estonia, Latvia and Lithuani a.

In 2002, a Polish largest insurance conpany PZU acquired a
Li t huani an conpany ,Lindra — gyvybes draudi mas“ and expects to
expand its activities in Latvia (Table 32).

Tabl e 32
Li fe-insurance conpanies — share of foreign insurance groups
Forei gn insurance group Estoni a
Latvia Li t huani a
Al'te Leipziger Europa, ERGO
Er go Er go Lithuani a
Ger many El uki ndl ust us
Lat vi adzi vi ba Gyvypbes draudi nas
Pohjola G oup, Finland Seesam
Seesam Seesam Li etuva
Seesam International Conmpany El uki ndl ust us
Life Latvia Gyvlybes Draudi mas
Sanpo | nsurance Conpany, Sanpo
Sanpo Sanpo
Fi nl and El uki ndl ust us
dzi vi ba gyvypes draudi nas
Codan, Denmar k
Latva Li et uvos draudi no
gyvybes draudi nas

Avi va, G eat Britain
Commer ci al Uni on

Li etuva Gyvybes
dr audi nas

PzU, Pol and
Li ndra — gyvybes

dr audi nas

Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania).
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In the Baltic financial mnarket strong commercial banks
establish their subsidiary |ife-insurance conpanies. Attenpts
of bank-assurance devel opnent are al so obvious. By definition
bank-assurance is provision of insurance and banki ng products
and services through a comon distribution channel and/or to
the sanme client base. It is obvious in Estonia and Lithuania

(Tabl e 33).
Meanwhi | e, in Latvia, where the conmmerci al banks
concentration is not that high, there prevail life insurance

conpani es, which were established by the foreign insurance
conpani es.

Tabl e 33
Li fe-i nsurance conpani es — bank subsi diary conpani es

Country Bank
Life i nsiurance conpany

Est oni a Uhi spank
Uhi spanga El uki ndl ust us

Hansapank
Hansapanga Ki ndl ust us
Latvi a -
Li t huani a Vi | ni aus bankas

VB Gyvybes draudi mas

Li etuvos zZzenes uki o bankas
Li etuvos zZzenes uki o banko

gyvybes draudi mas

Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania).

Baltic life-insurance market is wunder control of the
Nordic financial groups. At the end of August 2002, those
groups controlled 72 per cent of the overall Baltic life-

i nsurance mar ket (Table 34).
Fife largest |ife-insurance groups have 88 per cent of the
overall Baltic life-insurance market.
Tabl e 34
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Fife largest life-insurance groups in the Baltic countries

Li fe-i nsurance Group

Country January - August, 2002 conpany
EUR mllion per cent

Latva Codan

Denmar k 15. 756 34

Li etuvos draudi mo
gyvybes draudi mas

Hansapanga Ki ndl ustus Swedbank
Sweden 7.358 16

ERGO El uki ndl ust us Alte Leipziger Europa Ger many
7.233 16

Ergo Latvi adzi vi ba
Ergo Lietuva Gyvybes

dr audi mas

Uhi spanga El uki ndl ust us SEB
Sweden 6.877 15

VB Gyvybes draudi mas

Seesam El uki ndl ust us Pohj ol a G oup
Fi nl and 3.436 7

Seesam Li fe Latvia

Seesam Li etuva Gyvybes
dr audi mas

Tot al
40. 6 88

Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania).

The Baltic life insurance market can be conpared wth
mar kets of Hungary, the Czech Republic and Pol and. The total
popul ation of the Baltic countries is 7.0 mllion, while in
Hungary there are 10.1 mllion people and in the Czech
Republic — 10.3 mllion, so it is possible to conpare themin
terms of the nunber of inhabitants. Conparison is based on
data given for 2000/ 2001.

The devel opnent of |ife-insurance market in the Baltic
countries lags considerably behind three best respective
mar kets in the Eastern and Central European countries (Table
35).

Tabl e 35
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Li fe-I nsurance Contri butions/All Insurance Contributions, per
cent

2000 2001

Hungary

46. 2 41.7

The Check Republic 32.9

35.8

Pol and 40.0

41. 4

Est oni a

18.0 19.0

Latvi a

4.0 3.0

Li t huani a

17.0 19.0

Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania); CEA.

11. 2. Investnment portfolios of life insurance conpanies

G ven the nature of insurance, a great deal of this
prem um i ncome is reinvested within local financial markets

maki ng insurers significant institutional investors in the
Baltic’s econony.

In the Baltic's the total investnents of |ife insurance
conpani es conprised nore then EUR 140 mllion at the end of

2001. Approximately 50 percent of the investnents relate to
technical provisions. Life insurance conpanies in Latvia

accounted for investnents of EUR 54 mllion (total investnents
of insurance conpani es anounted to EUR 172 m|llion). The total
investnments in Estonia (2000) were 34 EUR mllion, and in
Lithuania — EUR 48 mllion (total investnments of insurance
conpani es anounted to EUR 215 mllion).

The Baltic countries have adopted |egislation that puts
both quality and quantity limtations upon investnments. In
Latvia and Estonia, quantity Ilimtations apply only to

technical provisions. In Lithuania the quantity limtations
applied also to the owners’ equity was abolished in 2002.

The nost inportant type of investnents (nore than 40
percent in the Baltic countries) is bonds and other fixed
interest securities. It accounts for 80 percent (including 3.6
percent in conpanies bonds) of investnents in Lithuania, 40
percent - in Latvia. . In total, bonds and other fixed
interest securities account for 60 per cent of investnents in
the Baltic countries. Another inportant investnent type is
deposits with credit institutions. It accounts for 20 percent
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in the Baltic countries. In Latvia it is 25 percent and only
11.2 percent in Lithuania. 1In total, shares and other
securities account for 15 per cent of investnents in the
Baltic countries, 20.3 percent - in Estonia (2000), 1.7
percent - in Lithuania. It should be noted that shares and
ot her securities accounted for 28 percent of investnents in
Estonia in 1997 (Table 36). Obviously, investnents in shares
and other securities are viewed with slight suspicion as the
Baltic stock markets experienced fast growth and equally fast
downfall in 1996-1998 (the increase was 400 percents in
Estonia, in Latvia it was nearly 1000 percents). Currently,
stock markets in the Baltic countries are rather inactive and
smal | .

I nvestments in real estate account for the total of 2.6
percent in the Baltic countries. |In Latvia, insurance
conpani es held considerable anounts in bank accounts or as
cash in hand. At the end of 2001 the anount reached
approximately EUR 13.5 mllion. These amobunts are smaller in
Estoni a and Lithuani a.

In order to assess the investnment volume in each country,
one nust take into account the different requirenents as
regards the mninum share capital of |ife insurance conpanies.
It was about EUR 1.7 million in Latvia in 2001, about EUR 0.9
mllion - in Estonia, about EUR 1.2 mlIlion in Lithuania.

In Estonia and Lithuania, the ratio of technica
provisions to owners’ funds is around 2, while in Latvia -
around 1. It neans that Latvian life insurance conpanies are
rat her over-capitalized.

Tabl e 36
| nvest ment structure of the Baltic’'s life insurance conpani es,
percent (2001)

Est oni a* Latyi a Li t huani a

Bonds, fixed-inconme securities 52.8
40. 0 80.1

Shares, other variable-yield securities 20. 3
15.0 1.7

Real estate
2.3 4]0 1.5
Deposits with credit instifutions 24. 2
25.0 11.2

Mor t gages | oans
0.0 1/0 0.7
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Cash

0.0 0.0 4.4

O her i nvest nent s
0.1 15.0 0.4

*Figures for 2000.
Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania).

Baltic States |ife insurance conpani es investnents based
on the honme markets. 97 percents of the Latvian life insurance
investments was allocated in the donestic markets and 95
percent of the Lithuanian |life insurance portfolio renmains at
hone.

In Lithuania in 2001, the return on equity decreased from
6.5 to 4.5 per cent. The main reasons of the decline in
profitability are as follows: the profitability of investnent
activity has decreased due to shrunk earning power of
securities (due to which in 2001 the return on investnent has
decreased from 8.2 to 7.6 per <cent) and negative or
conparatively smaller capital return of three newy-
established enterprises (Table 37).

Tabl e 37
Revi ew of operations of |ife insurance conpanies in Baltic’'s

1997 1998 1999 2000 2001
Est oni a:
- Yield of life insurance investnments, % 37.0 -
6. 61 6.0 4.9 n. a.
- Return on equity, %
Latvi a:
- Yield of Iife insurance iljnvestnments, % 11. 4
9.6 3.8 12.5 3.1
- Return on equity, % -7.5
-1.5 7.5 0.5 1.5
Li t huani a:
- Yield of life insurance investnents, % n. a.
n. a. 7.9 8.2 7.6
- Return on equity, % n.a
n. a. 1.5 6.5 4.5
Yield of investments = Investnent inconme, net [/ Average value of

i nvest ments
Return on equity = Profit or loss of financial year / Paid-up capital
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Source: Estonian Insurance Supervisory Authority; Financial and Capital Market Commission (Latvia); State
Insurance Supervisory Authority (Lithuania).

The level of income is still very low in the Baltic
countries. Households do not really have di sposable incone to
purchase insurance or make adequate savings. According to
UNDP, Baltic countries have only 3 per cent - 5 per cent
househol ds that have enough incone to nmake savings. Thus there
coul d be about 500 — 700 thousand potential custoners in the
Baltic countries who could purchase life insurance. If to
conpare this figure with the nunmber of insurance contracts in
force in the Baltic countries, one mght conclude that the
potential custoners have been covered by now. The growth of
the market potential depends on the devel opnent of econom c
activities leading to the increase of household incone.

The financial crisis in Russia in 1998 had an adverse
i npact on the economes of the Baltic countries — many | ocal
producers |lost the custoners in the Russian market. However,
there are also positive signs. Projections are that the GDP
will grow considerably in the Baltic countries in 2002.
Inflation is still low According to the UN- European Econom c
Comm ssi on report (Novenmber 2002) in 2003 econom c growth
rate in Baltic States will exceed nore than 5 percent and w ||
be the highest in East and Central Europe.

Wthin the framework of the pension system reform the
Baltic countries have devel oped | egislation that is necessary
for the activities of pension savings. The establishment of
the third pillar will have big inpact on the growth of life
i nsurance conpanies in Estonia and Latvia. The legislation in
Li thuania provides for the pension contributors an option
bet ween the pension funds and life insurance conpanies. The
legislation in this Baltic country nore favourable to life
i nsurance conpanies than to new pension funds. Due to such
| egi sl ati on base we expect that the life insurance industry in
Lithuania will grow faster than in other Baltic States.

12. Baltic capital markets

Baltic securities markets have developed late in the
transition process due to a high inflation environnent.
Nati onal Stock Exchange of Lithuania (NSEL) started operations
in 1993 with a short list of privatised and new conpanies. In
Latvia and Estonia, the stock exchanges were even slower
getting started. The Riga Stock Exchange (RSE) was opened in
1995 and Tallinn Stock Exchange (TSE) in 1996. The exchanges
nmoved from a daily call auction to gradually introduction a
continuous trading system These stock exchanges created
infrastructure for the Baltic’'s securities market.

In Latvia, the enphasis in the securities markets has been
on treasury bills and governnent bonds. At the end of 2001 the
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amount of outstanding Latvian governnent securities was EUR384
mllion (10.5 percent of GDP), EUR425 mllion of which was

eur o-denom nated and equity capitalisation EUR 782 mllion
(9.3 percent of GDP).
In Lithuania, |listed stocks constitute only 10 per cent of

GDP. The outstanding stock of donestic debt instrunents
(capitalisation above 4 per cent of GDP) is dom nated by
governnment securities, whereas corporate debt securities are
negli gi bl e.

Unlike in Latvia and Lithuania, Estonian governnent debt
securities have not been one of the driving forces of capita
mar kets devel opnent, since the central gover nnment IS
constitutionally barred from running budget deficits.
Therefore, the securities market in Estonia consists primarily
of an equity market, and the debt market has devel oped only
due to the issuance of corporate debt instrunents. At the end
of 2001 the debt market capitalisation was EUR 281 mllion (5
percent of GDP) and stock market capitalisation EUR 1.687
mllion (28 percent of GDP).

During the vyears capital nmarket capitalization has
fluctuated considerably as the price of shares have changed.
New |istings sonmetines increase the market capitalization
quite considerably, e.g. Estonian Telecom and Lithuanian
Tel ecom

It is assuned that different fiscal policies in Estonia,
Latvia and Lithuania determ ned the establishment of different
securities markets structures.

12.1. Fixed incone securities market

Estonia. Bond market capitdization has been traditiondly very low in Estonia due to the lack
of government bonds. The debt market has developed only according to private sector
ingruments and needs, being mainly a primary market and only a modest secondary market.
The man issuers on the market are Nordic financid conglomerates, which are dso mgor
dakeholders in Estonian credit inditutions. Their bond issues account for gpproximately 80
per cent of the primay maket, reflecting the high integration of Estonian and Nordic
financid markets. At the end 2001 the capitdization of the bond market amounts to about
EUR 6 million. Maurities are manly short-terem. The most common instruments are 3-6
month commercial papers (75 per cent of bonds issued). Interest rates of debt securities have
been following quite closdy the interbank offer rate of TALIBOR.

Table 38

Debt securities market

1996 1997 1998 1999 2000 2001

Debt market capitaization to GDP (%) 4 6 5 4 4 5
Debt market capitdization (EUR million) 150 258 235 205 237 281
o/w non-resident investors (%) 19 32 16 10 3 1
Debt market turnover (EUR million) 20 482 1,078 466 194 106

Debt market turnover to capitalization (%) | 13 187 458 227 82 38
New debt securities issues (EUR million) B25 324 100 228 253 419
o/w public issues (%) 2 2 4 4 6 0
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Source: Bank of Estonia

Latvia. The Latvian fixed security market offers government debt securities, debt securities
of joint stock companies, mortgage bonds and other securities. The private debt securities
were vaued a less than EUR 40 million a the end of June 2002. At the same time, the
nomina vaue of government securities was EUR 450 million.

Most of the bonds are three or five year T-bonds. At the end 2001 the structure of
outstanding government domestic currency securities comprised from 11.6 per cent of T-hills
5.8 per cent of 2years T-bonds, 27.5 per cent of 3-years T-bonds and 55.1 per cent of 5-years
T-bonds (Table 39).

Bond yidds are usudly higher than credit rates and therefore refinancing via bonds is not
an dtractive dternative to companies. Only a few issuers (mostly banks) are able to ensure
the successful placements of securitiess Many companies prefer to attract funds through
closed issues of debt securities that cannot be traded at the RSE. The public traded private
debt securities maturities become longer and this yidd curve lengthening dso promotes
inflows of long-term investments from insurers and pendon funds. The end of privatization of
large state companies will help to accelerate the development of loca bond markets, because
they are able to enter the domestic bond market via large issue volumes.

Table 39
Outstanding amount of fixed income securities (end of 2001, EUR million)

| ssuer Tqtal Shdrt-term Lohg-term

T41 1<T«5 5<T<10 T>10

Central government B84 53 163 678 0
Monetary financial institutions 48 0 9 80 9
Non-monetary financial intermediaries 35 14 21 0 0
Non-financial enterprises 2 0 0 D 2
Tota 069 67 183 708 11

Source: Bank of Latvia
T = yearsto maturity

The trading in the debt market redly started only in 2000. One reason was that the trading
darted with government securities on the officid lig a the end of 1999. Usudly al Latvian
banks hold government T-bills or bonds, but only a few banks have invested in Latvian
private debt securities. In 2001, the turnover of debt securities amounted to EUR 720 million.
The daly turnover of government fixed income securities was EUR 2.8 million in 2001, the
daly turnover of private fixed income securities amounted to EUR 0.2 million on the RSE
(Bank of Latvia, 2001).

Lithuania. The outstanding stock of domestic debt instruments (capitdization above 4 per
cent of GDP) is dominated by treasury securities, whereas corporate debt securities are issued
in andl amount. The raionde for the rdatively low levd of deveopment of the locd debt
market is linked to the, in generd, low public debt burden and its high share of foreign
currency-denominated debt. The latter redrains the locd bond markets development in
combination with the prohibition to issue debt securities denominated in foreign currencies
domedtically.

Debt ingruments other than plain fixed-rate bonds — such as floating-rate, inflation indexed
or exchange-linked debt securities — are nontexigent in the Lithuanian market. In 1999, the
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government tgpped the market for T-bonds for the firg time and since then the longest
meaturity of issued bonds has been 10 years. Thefirst 10-year bond was issued in March 2002.
Corporate bonds in many cases were distributed in closed form.

Table 40

1997 1998 1999 2000 2001
Number of:
Government debt securities 38 46 47 55 47
T-hills 35 43 32 22 10
T-bonds 3 12 19
Retail bonds 9 14 11
Specid purpose T-bonds 3 3 3 7 7
Corporate bonds 11 6 3 8 9

Source: Bank of Lithuania

As for the bond market, liquidity of the tressury securities market is higher then in stock
market. The growing liquidity of tressury securities is dso derived from the fact that turnover
of government debt securities exceeded stock market turnover for the first time in 2000.

12. 2. Stock markets

Despite of large number of initial listings, only small
nunber actively traded stocks remain in Baltic States narkets.
The official list (nost liquid stocks) conprises only 6

conpanies in every stock exchange. At the end of 2001 the
shares of 63 conpanies were listed at the RSE, 49 conpanies -
at the NSEL and 16 conpanies — at the TSE (Table 41). Trading
in stock exchanges was marked by relatively few shares. At the
end 2001 every stock exchange has two conpanies those
turnovers conprise about 70 percent of the stock exchange
turnover.

Tabl e 41
Nunmber of |isted conmpanies in the Baltic' s stock exchanges

1993 1994 1995 1996
1997 1998 1999 2000 2001

Est oni a 0 0 0
8 22 25 23 20 16

Lat vi a 0 0 17
34 50 69 70 63 63

Li t huani a 0 13 357
460 607 60 54 54 49

Source: Tallinn Stock Exchange; Riga Stock Exchange; National Stock
Exchange of Lithuani a.
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Est oni a. Stock market capitdization amounts to EUR 1.9 hillion, or to dmost 30 per
cent of GDP (Table 42). The turnover of the TSE was EUR 0.3 hillion in 2001 and trading
was concentrated on the shares of a few companies Hansgpank (Bank) and Eesti Telekom
(Tdlecommunication Company) accounted 77 per cent of TSE turnover. At the end of 2001,
norresident investors owned 76% of the stock market capitdization.

Tabl e 42
Stock market (Tallinn Stock Exchange)

1996 1997 1998 1999 2000 2001
Stock market capitdization to GDP (%) 15 20 11 37 36 28
Stock market capitdization (EUR million) 508 837 531 1809 1982 1687
o/w non-resdent investors (%) 36 42 54 75 76 77
Stock market turnover (EUR million) 147 1396 853 286 352 262
Stock market turnover to capitalization (%) 29 167 161 16 18 16
Number of stock listed (end of period) 8 22 25 23 20 16
Number of licensed securities brokers 45 45 A 23 22 18
o/w member firms of the TSE 18 25 20 12 8 9

Source: Talinn Stock Exchange

After increasing thregfold up to 1997 the stock index declined back to its sarting point after
the Adan and Russan crises. The reaulting reatively low price level of stocks attracted
foreign invesors — mainly from Sweden and Finland — to acquire resdent companies, which
led to the ddigting of severd shares from the stock exchange and to a decrease of market
capitdization. The trend was reversed only in 1999 with the liging of Eesti Teekom that
increased the capitalization of the stock exchange by afactor of 2.5.

Latvi a. The devdopment of the Riga Stock Exchange (RSE) was dow until 2000, when
capitaization of the market doubled and the totad turnover of the market became eight-fold
(Table 43). Currently, there are only five shares on the officid lig ad the totd number of
listed shares is 63. The market capitdization of RSE amounted to EUR 0.782 hillion (10% of
GDP) a the end of 2001. The tota stock market turnover amounted to EUR 0.184 hillion.

This year the turnover of shares has been somewhat lower than ayear ago.
Tabl e 43

St ock mar ket ( Rigastock exchange)

1996 1997 1998 1999 2000 2001

Equity capitdization (EUR million) 122 303 341 368 623 782
Equity capitdization (as % of GDP) 3.0 6.1 6.3 5.9 80 93
Tota turnover (EUR million) 10 74 6l 40 302 134
Equity turnover to capitalization (%) 8 24 18 11 49 24
Number of listed shares 34 50 69 68 63 63

Source: Riga Stock Exchange, Bank of Latvia

Officid lis companies were the leaders in equity market, contributing 93.5 per cent of tota
equity trading volume Lavijas Gaze (Gas supplier company), Ventspils nafta (Ol
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transportation) and Badta (Insurance company) shares were the most popular among the
investors. Non-residents own 56 per cent of the shares in RSE. Main investors in stock market
like in bond market are banks.

Lithuania. At the end 2001 the Lithuanian stock market by capitdization was largest in the
Bdtics and amounted to EUR 2.9 hillion, or to dmost 22 per cent of GDP (Table 44). Listed
stocks condtitute only 10 per cent of GDP and, therefore, do not condtitute a vitd pillar for the
finenad intermediation processin Lithuania.

Until the end 1997 the NSEL has the mogt listed companies of al the Batic stock
exchanges. At the end 1996 the market capitaization was EUR 946 million, over 400 shares
was liged on the NSEL, but only hdf of them were quoted a dl. Of this only 30-40
companies are actively traded. The number of listed companies increased during the 1997, but
then changes in lising requirements dragticdly decreased the number and the end of 2001
only 28 companies were listed on the NSEL.

Table44
Stock market (Nati onal St ock Exchange of Lithuania)

1996 1997 1998 1999 2000 2001
Stock market capitalization to GDP (%) 15 23 28 30 27 22
Stock market capitdization (EUR million) 96 1950 2681 3000 3285 2943
Stock market turnover (EUR million) 198 290 219 235
Stock market turnover to capitalization (%) 8 10 7 8
Number of stock listed (end of period) 460 607 60 54
54 49
Number of licensed securities brokers 63 59 49 43 33 28

Source: Nat i onal Stock Exchange of Lithuania

The officid lis comprises only 6 companies. “Ligtuvos Telecomas’ (Teecommunicaion
Company) capitdization makes up 2.1 per cent of GDP, 60 per cent of the cgpitdization of
the stocks in the officid list and more than 20 per cent of the capitaization of dl listed stocks,
while the top five lised stocks account for more than 60 per cent of the listed stock
capitdization.

In 2001 foreign portfolio equity investors held gpproximately 8 per cent of the totd listed
gdock capitdization or more than a hdf of the edimaed tota free-floa capitdization. The
influence of foreign investors appears quite substantidl.

The turnover of the stock market was EUR 0.235 billion in 2001 and the ratio of the stock
market to capitaization tend to be lowest in the Bdtic's stock exchanges. In Lithuania the
Treasury bills boosts the capital market liquidity in NSEL.

The absence of pendgon funds, the lack of mutuad funds as wel as other inditutiond
invesors result in an inggnificant role for the securities market. The securities market ill
awaits the implementation of the pension reform, which is scheduled to take place in 2004.
Other explanations may aso relate to the lack of an invesment culture, the low knowledge of
financid makets within the society, the long bear trend and a 4ill low levd of savings
Enterprises cannot rely on the sock market in their funding decisons, as indicated by the
latest Setistics. Over the lagt three years the mgority of equity issues were private placements
and in 2001 constituted amere 1 per cent of GDP.

12.3. G obalization and the Baltic’s capital markets
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In the Baltic's the elenents of the globalisation trend
has been the de-listing and in smaller sense the mgration of
sonme stock exchange activities abroad that hit the nationa
stock exchanges. If this process will continue it can |eave
too little donestic activity to sustain |ocal exchanges.

The de-listing of some of the |arger stocks after take-
overs by nultinationals has been the factor, which reduced the
list of nost liquid stocks in the Baltic's. For exanples in
Li thuania, after privatisation of the banks their stocks
di sappeared fromthe NSEL nost |iquid stocks |ist.

After the 1998 Russian crisis, some of the previously
privatised firms in the Baltic States were purchased by
foreign or |ocal private investors that bought out mnority
shar ehol ders, converting theminto closely-held conpanies, and
sonetinmes de-listed themfromthe exchanges. Expl anations for
this may be related with a lack of investor protection and
rent seeking by controlling sharehol ders.

Second elenment of the globalisation trend has been the
m gration of capital raising, listing, and trading activity to
international exchanges. Depository Receipts (DRs), for
exanpl e, are popul ar instrunments. Foreign investors interested
in regional stocks favour buying them through the nore liquid
Ameri can or gl obal depository receipts listed in London, New
York, or Frankfurt. Since the costs of cross-listing include a
| arge fixed cost elenent, they bear nost heavily on snall
conpani es. Thus, we expect |arger conpanies to be nore |ikely
to cross-list. This is the case in Baltic States. From 1996
sone 8 big Baltic's conpanies issue DRs. The degree of
m gration to international exchanges rather is stable.

Undoubt edl y, the national stock exchanges are needed for
t he conpani es issuing securities for the first tinme. However,
t he nunber of IPOis very |ow.

As nmentioned, the Baltic's stock markets were dom nated by
only a few big conpanies, leaving little room for investor
di versification and the financing of medium sized enterprises
The corporate debt market is small and of little significance
in three econom es.

The decline in trading volunmes in the Central and Eastern
Eur opean exchanges and i nvestor apathy has |ed sonme anal ysts
to question whether every country should have a stock
exchange. CGeographical location will dimnish in significance
as a determ nant of where conpanies choose to list and firns
will increasingly list their securities on nore than one
mar ket. The gl obalisation of securities trading around the
world is pushing the traditional stock exchanges to
consolidate in order to offer conpetitive services to
investors and issuers. These tendencies are already reflected
in the gromh of cross-border listings. As a first step at the
begi nning of the 2000 the three Baltic exchanges established a
common Baltic list, which has 15 nost Iliquid stocks of
exchanges (www. baltic-exchanges.conm). This hel ped to harnonise
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regul ations and trading facilities. The common Baltic list is
hoped to increase the attractiveness of the Baltic’'s markets
for foreign investors.

Most securities markets are under strong pressure for
convergence and integration. Liquidity benefits encourage
centralisation of market activities in a small nunber of
| ocations. Over the years, the Baltic region s exchanges have
di scussed many plans to nmerge, form a regional exchange, or
co-ordinate with each other—er even to link up with the mgjor
exchanges as Euronext or with the Scandi navi an Stock Exchange
alliance Norex with a view to create a one-stop shop for
Nordic and Baltic financial instrunents.

In Baltic States real consolidation process starts in
Hel si nki Stock Exchange (HEX). During 2001 the HEX acquired a
strategic nmajority in the TSE and in 2002 in the RSE with the
main aimto offer trading facilities for Estonian and Latvian
securities in the HEX trading system In the NSEL the
controlling majority belongs to the Lithuanian governnment,
whi ch now considers options to join Euronext via the Warsaw
St ock Exchange or the Norex or the HEX

13. Financial supervision in the Baltic’s States

There is a long tradition of regulating individual banks
and securities markets in many countries. The primry
justification for bank regulation that is usually given is the
avoi dance of system c risk, or in other words, the avoi dance
of financial crises. Wth securities markets it is usually
argued the main purposes of regulation are investor protection
and enhancing the efficiency of markets.

The changing structure of the energi ng econom es financi al
systens has inplications for systemc stability and in
particul ar the supervisory reginme.

Today, the Baltic banks, insurance conpani es and brokers’
conpani es have beconme an integral part of the internationa
congl onerates. The energence of financial conglonerates that
provide a wde range of services adds at |east two new
di mensions to the supervision and regul ation of such entities:
one is the issue of consolidated supervision and the other is
the architecture of the institutions in charge of supervision.
The energence of financial conglonerates has challenged
traditional demarcations between regul atory agenci es and has
made t he busi ness of regulation nore conpl ex. The convergence
of the Baltic nmarkets to a universal banking paradi gm suggest
t hat consolidation of regulatory agencies in charge of banks,
securities, and insurance conpanies would be appropriate to
mrror the evolution of the industry. The case for a single
regul ator is based on simlar considerations to the ones that
drive the financial services industry: to exploit econom es of
scal e and scope, take advantage of scarce supervisory and
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regul atory experti se, internalise the |linkages across
different activities, as well as to avoid duplication and
regul atory burden, and have better accountability and/or
gover nance.

Estonia and Latvia derived useful I|essons from the
Scandi navi an (Denmark, Norway and Sweden) experience wth
integrated financial supervision. W argue that Baltic’'s
mar kets share many of the features that have nade the
Scandi navi an experience with integrated financial supervision
a successful one: they are relatively small econom es that can
expl oit econom es of scale and scope in supervision and they
have banks that offer a w de range of financial services—n
particul ar, grow ng bank-assurance businesses. However, we
also argue that, while the original independence of the
regulators fromtheir own central banks in the Scandi navi an
nations contributed to the creation of single agencies, bank
supervision in Lithuania markets is still done at the central
banks and there are strong reasons for retaining this
institutional structure.

Mor eover, we nust note the experience of Finland, where
t he existence of a conpul sory private pension fund sector |ed
to the establishment of two agencies: one for insurance and
pensi on funds and anot her for banks and securities. Cases of
the Eastern and Central Europe markets that have established a
single agency include Hungary. |In 2002, Poland nmerged
supervi sions of the security and insurance markets into one
financial authority.

In Latvia the unified financial supervisory authority, the
Fi nanci al and Capital Mar ket Conmm ssi on, started its
activities on July 1, 2001. The new independent supervisory
authority took over the responsibilities of the Bank of Latvia
Credit I nstitutions Super vi si on Depart ment, | nsurance
Supervision |Inspectorate and Securities Market Comm ssion.
Estonia wunified the three financial sector supervisory
authorities — the Banking Supervision Departnment of Eesti
Pank, Securities Inspectorate and |Insurance Supervisory Agency
— into a single Estonian Financial Supervision Authority
(EFSA). The EFSA started to operate on 1 January 2002. In
Lithuania three separate institutions carry out banks,
i nsurance conpanies and securities market (pension funds)
super vi si on.

I nternational financial conglonmerates also force the
Baltic States financial supervisory authorities for closer
i nt ernati onal co- operation with foreign supervi sory
authorities. This is another additional argunent for the
uni fied financial supervisory authority.

14. Financial devel opnent of the Baltic States
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Fi nanci al devel opnent — as neasured by the congl onerate
indices of bank activity and stock nmarket activity - 1is
positively and significantly related to econom c growh.
| ndeed, the only financial devel opnent indicator that is not
significantly related to growh is finance-size, which
measures financial size. This result is consistent with the
Levi ne and Zervos (1998) result that market capitalisation is
not a robust predictor of economc growh. They show that
stock market liquidity, as nmeasured by the total value traded
rati o, and banking sector activity, as nmeasured by bank credit
to the private sector are robust predictors of growth.

Li t huani an stock market being the biggest one by absolute
number in the Baltic States has the smallest liquidity rati o,
whi ch seeks up to only 8 per cent. The biggest liquidity ratio
of 24 per cent - as neasured by the total value traded ratio —
has been registered in RSE, after which is TSE with the ratio
or 16 per cent.

Differences in the structure of financial markets can al so
have sonme inplications if financial shocks are inportant. For
exanpl es, Russian crises in 1998 hit the TSE stronger than the
other Baltic exchanges. The liquidity - neasured as stock
mar ket turnover to capitalisation (per cent) - of the TSE
dropped from 161 per cent (1998) to 16 per cent (1999).

Al t hough the assets of Latvian banks are the biggest
(EUR6.2 billion) in the Baltic States, the rate of bank | oan
for the private sector/GDP is the biggest in Estonia and
ampunts up to 25,9 per cent. The smallest bank assets (EUR4. 3
billion) and smal |l est banki ng sector activity (10,1 per cent)
i's in Lithuani a.

The econony of Estonia experienced a rapid growth due to
better restucturised industry and nore active banking sector
activities. The decline of Estonian industrial production
out put was the smallest in all the Baltic States.

However, the degree of financial intermediation in the
Baltic States remains rather |ow (Table 45).

Table 45
The Baltic'sfinancial sector structure at the end 2001 (in % of GDP)
Egonia Lavia Lithuania

Assats of:
Commercial banks 70 77 32
Insurance companies 2 2 1
Leasing and factoring companies 15 6 3
Investment holding companies 3 0 0
Capitdization of:
Listed stocks 28 9 10
Bond market 5 5 4
Total 123 99 50

Li t huani an Banki ng, | nsurance and Fi nance Institute 66



V. Kat kus, R Lazutka. The Establishment of the Pension Funds Systemin the
Baltic States.

Source: V.Katkus calculation based on statistic's of Bank of Latvia, Bank of Lithuania, Central Bank of Estonia,
Central Statistical Bureau of Latvia, Statistical Office of Estonia, Department of Statistics of Lithuania.

To assess the quality of refornms in the financial sector
we enploy a wdely used aggregate neasure of reforns,
constructed annually by the European Bank for Reconstruction
and Devel opment (EBRD). W chose the EBRD transition
i ndi cators because they have clearly identified conponents,
whi ch provide greater scope for our analysis. However, we
choose not to enbark on a debate on the precision of
transition indicators believing that any indicators of reforns
face potential criticism since they are prone to subjective
errors of judgnents.

The situation in the Baltic State economes in these areas
i's perhaps best summari sed by indicators given by the EBRD on
the securities market and non-bank financial institutions. On
a scale of 1-4, 1 represents little progress; 2 indicates a
rudi nentary exchange and | egal framework; 3 neans nmaki ng sone
progress (securities are being issued by private firms, there
is sonme protection of mnority sharehol ders and the begi nni ngs
of a regulatory framework); 4 nmeans that countries have
relatively liquid and well functioning security markets and
effective regulations; while 4+ countries have reached the
standards and performance nornms of advanced industri al
countries.

Tabl e 46
EBRD | ndex of banking sector activity (1991-2001)

1991 1992 1993 1994 1995 1996
1997 1998 1999 2000 2001

Hp
N
()]
()]
w

Estonia
3 3+ 3+ 4- 4- 4-

Lat vi a 1 2 2 3

3 3 3 2- 3 3
3+

Li t huani a 1 1 2 2 3
3 3 3 3 3 3

Hungary

(The best) 2 2 3 3 3
3 4 4 4 4 4
Russi a

(The worst) 1 1 1 2 2
2 2+ 2 2- 2- 2-

Source: Different EBRD Transition Reports

For the quality of reforns of the banking sector Estonia
has achi eved a ranking of 4- (4 is best result in region which
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achi eved Hungary), Latvia — 3+ and Lithuania — 3 (Table 46).
The Baltic States cases show that in long run a grow ng
private sector would drive the energence of supportive capital
mar ket institutions. But only Estonia and Lithuania for the
quality of refornms of the non-bank sector had ranking of 3 in
devel opi ng matchi ng capital market and corporate governance
mechani sms and Latvia has ranking 2+ (4- is best result in
regi on which achi eved Hungary) (Table 47).

Tabl e 47
EBRD | ndex of financial institution reform (excluding banks)

(1991-2001)

1991 1992 1993 1994 1995 1996
1997 1998 1999 2000 2001

Est oni a 1 1 2- 2- 2-
2 3 3 3 3 3
Latvia 1 1 1 2 2
2 2+ 2+ 2+ 2+ 2+

Li t huani a 1 1 2- 2 2
2 2+ 2+ 3- 3- 3

Hungary 2 2 2 2 3
3 3+ 3+ 3+ 3+ 4-

(The best)

Russi a

(The worst) 1 1 2- 2- 2
3 3 2- 2- 2- 2-

Source: Different EBRD Transition Reports

The EBRD transition indicators confirmthat banking sector
is nore advanced in Estonia and Latvia than capital markets.
I n Lithuania banking and capital markets systens devel oped at
the sanme degree (EBRD, 1995, 2001).

15. The Baltic States econom es characteristics

Baltic econonies are tiny. The annual nom nal GDP in 2001
was approximately USD 5.5 billion in Estonia, USD 7.5 billion
in Latvia and USD 11.9 billion in Lithuania. These econom es
are also extrenmely open. The conbi ned value of exports and
inports in 2001 were 138 per cent of GDP in Estonia, 73 per
cent in Latvia and 91 per cent in Lithuania (Table 48).

Tabl e 48
Balti c econom es characteristics at the end 2001

Countries M GDP GCDP per capita
Popul ati on Openess M2/ GDP
(E+l1)/ GOP
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bi |l lion. USD billion. USD UsD
(t housand) per cent. per cent
Estoni a 2.878 5.525 3,969
1.370,1 138 52.1
Latvi a 2. 447 7.577 3, 249
2.377,4 73 32.3
Li t huani a 3.177 11.992 3,438
3.484,0 91 26.5
Eur opean
Countri es* 19. 900
EU 15*
20. 700
CECD* 22. 300
USA*
36. 500
—Source:  *CECD inm Figures: Statistics on the MNember Countries. OECD

Qbserver, 2002/ Suppl enment 1.P 13.

Fi nanci al sectors of the Baltic countries are relatively
smal | (total banks assets are about EURLS5 billion), even when
taking the countries’ |ower income levels into account. They
are dom nated strongly by the banking sector than those of
euro area countries. Banking sectors are well-capitalised and
characterised by strong foreign penetrations. The capital
markets (total capitalisation is EUR4A. 4 billion) even snaller
t hen banking sectors and | ess relevant to econom es. |nsurance
market is in the early stage of developnent. In 2001, the
total witten premumfor life insurance anpbunted only to BEUR
50.7 mlIlion and for non-life insurance to EUR363.0 mllion.
In the future insurance market in the Baltic States wll be
t he second power in the financial market after the banks.

Estoni a, Latvia and Lithuania are EU accession countries.
EU integration was indeed seen as having inportant
inplications for financial mar ket s. Looki ng ahead, EU
accession was indeed seen as an inportant structural change
for the banking sector. In particular, it could accelerate a
trend towards transform ng subsidiaries of foreign banks into
branches, in order to reduce costs and avoid constraints on
exposure limts (by allowing the parent bank to | end, rather
than the subsidiary for which exposure [imts would be reached
earlier). Many experts agreed that survival was an open issue
for Baltic States stock markets, whereas the outl ook for bond
mar ket s was seen as nuch nore positive (ECB, 2002).

When econoni sts tal k about "economic growth,” they have in
m nd growth of per capita incone.
The Hol zmann’s requirenment for mninmuminconme | evel USD 2000
per capita in all Baltic countries was passed in 1996 (Table
49).

Li t huani an Banki ng, | nsurance and Fi nance Institute 69



V. Kat kus, R. Lazutka. The Est abl
Baltic States.

shment of the Pension Funds Systemin the

Tabl e 49
GDP per capita — index of welfare
1993 1994 1995 1996
1997 1998 1999 2000 2001*
Est oni a 1.094 1.544 2.417 2. 980 3.174
3.617 3. 609 3.508 3. 969
Latvi a 848 1.442 1.779 2.070
2.293 2.494 2.799 3.019 3. 249
Li t huani a 716 1.143 1.623 2.129 2.588
2.904 2.882 3.064 3.438
Source: Different EBRD Transition Reports
The | atest OECD countries GDP conparison based on 1999
Purchasi ng Power parities classified the Baltic States in IV
group as low inconme countries in the line with Bulgaria,
Croatia, Macedonia, Mexico, Poland, and Romania. In Il group
as |l ow m ddl e-incone are included the Czech Republic, Hungary,
t he Sl ovak Republic and Sl ovenia (Table 50).
Tabl e 50
Pur chasi ng power parity (PPP) and international GDP
conparison, 1999
GDP per
capita GDP
OECD 30 =
100 OECD 30 = 100
Estoni a 38
0. 05
Latvi a 29
0. 06
Li t huani a 34
0.11
Czech Rep. 60
0. 55
Pol and 40
1.38
Hungary 51
0. 46

Li t huani an Banki ng,

I nsurance and Fi nance Institute

70



V. Kat kus, R Lazutka. The Establishment of the Pension Funds Systemin the
Baltic States.

G eece 70
0. 66

Por t ugal 75
0. 67

EU 15 102
34.53

USA 149
36. 38

OECD 30 100
100

Source: Paul Schreyer and Francette Koechlin (2001). Purchasing power
parities 1999 benchmark results. OECD Statistics Directorate. P 3.

The establishnment of the pension funds in Baltic States we
can characterised as a pension systemreformin the small open
econony with | ow i ncones.

16. L egal Background for Pension Reform

The Bdtic countries have a unique higtoric experience as compared with other candidate
dates to join the European Union. Before 1940 they had hardly began cregting socid wefare
schemes. Later, during 50 years of occupation these countries were under the sociad security
system of the Soviet Union. After Lithuania declared its independence in 1990 and Latvia and
Egtonia — in 1991, the Bdtic countries had to creste independent socia wefare systems in
extremely complicated conditions of creating date inditutions and separating the economy
from the decaying Soviet system.

It is not surprisng that for severd more years socid payments were paid in accordance
with temporary or/fand frequently changing legd acts or government resolutions. In the sphere
of pensons it was primarily necessary to ensure thar financing and thus in 1990-1991 dl the
countries started creating socia insurance (or Socid) funds separated from the state budget.!
Therefore, dready during the firs years of independence under the conditions of the GDP
decline by double-figure percentage figures and in some years even a three-figure inflation
rate the main concern of the Governments was to amortize the decline of the pensoners life
a leest s0 as they would be ensured againgt severe poverty. It was not the right time for
systematic pension reforms.

On the other hand, the dragtic decline of the economy during the firs years of its
reformation on the market bass very soon gave to understand tat it would be very difficult to
finance the inherited procedure of pendon payment. As is wel known, despite the inefficient
economy, the penson schemes in the Soviet Union were rdaively chaitable® It was
characterized by the low penson age (55 years for women and 60 years for men) with wide
exceptions of early retirement for the representatives of certain professons. Due to universa
employment and mild work record requirements practicaly al senior citizens were entitled to
pensons. Pensons were pad in case of continuing work after reaching the retirement age and

! The process of pension systems adaptation to new conditions is described in more detail in Miiler,K. Old-Age
Security in the Baltics: Legacy, Early Reforms and Recent Trends. No. 7/01

2 The formation factors of the Soviet social welfare system are described in detail in Rimlinger, G.V. Welfare
Policy and Industrialization in Europe, America, and Russia. 1971.
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as the later was rather low, the payment of pensons to the working pensioners was quite
common.® It is clear that there were no private pensions in the Bdtic countries as well as in
the whole Soviet Union, and thus they were dso started to be planned only after reaching
stable macroeconomic showing.

More systematic pension reforms were dtarted in the middle of the last decade of the last
century. In Lithuania it was penson laws that took effect from 1995 and the concept of
Pendon Sysem Reform drawn later (in 2000), in Estonia — Conceptua framework for
Penson Reform agpproved in 1997, in Lavia — a very specific penson system that was Started
in 1996. In dl the countries these or those officia documents promised to create three-Rillar

pension systems.

Following the aforementioned Conceptud framework for Penson Reform, in Estonia the
following three pension Rillars were planned:
Rllar | — state penson insurance.
Rllar 1l — compulsory pension insurance.
Rillar 111 — voluntary pension insurance.

According to this concept Pension Pillar | (state pension
i nsurance) was started to be inplenented after passing the
Social Tax Act that took effect on 1 January 1999 and the
State Pension Insurance Act that took effect on 1 April 2000
and that replaced the State Paynment Act effective since 1993.
The Funded Pensions Act took effect on 1 October 2001. It
provided for the activity of pension funds of Pension Pillars
Il and I1I1l. Pension Pillar 11 (mandatory insurance) was
started to be created from1 July 2002 after the collecting of
payments for this pension Pillar was initiated.

Private voluntary pensions of Pillar 11l could already be
funded since 1 August 1998. Before 1 October 2001 these
pensi ons were regulated by the Pension Funds Act. Since 1
Cct ober 2001 they are regulated by the sane Funded Pensions
Act as the pensions of Pillar I1.

The State Pensions Act that took effect in Latvia on 1
January 1996 provided for NDC (Notional Defined Contributions)
pensions of Pillar |I. The pension systemis also regul ated by
the 1997 State Social Insurance Act. In July 2001 the State
Funded Pensions Act took effect and this was the begi nning of
the Pillar Il pension creation. Pension Pillar 11l in Latvia
was started in July 1998 after passing the Law on Private
Pension Funds in June 1997 and creating the regulatory
infrastructure.

In Lithuania, the socid insurance and other state pension reform began on 1 January 1995
after garting to implement the State Sociad Insurance Pensons Act and the State Pensions
Act. These acts regulate the pensons of Rillar 1. Socid insurance pendons are pad to the

3 For the information on what social security system was inherited after the collapse of the Soviet Union see
Vorin, M. Socia security in central and eastern European countries: Continuity and change. // International
Socia Security Review. VVol. 46, 1/93.
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insured in cases of old age, disability and widowhood. The State Pensions Act regulates
pensons to some Sate servant groups (soldiers, policemen and others) and socia pensions to
some groups of residents who are not socialy insured.

On 26 April 2000, the Government of Lithuania gpproved the concept of the Pension
Sysem Reform. It provides for the penson sysem comprisng three Fillars. The pension
sysem of the second Rillar is not yet darted to be created in Lithuania. Until the autumn of
2002 no proects of laws were conddered in the Paliament. Private voluntary funded
pensons of the third Rllar are regulated by the Penson Fund Act that took effect a the
beginning of 2001. However on its grounds before the autumn of 2002 no penson funds were
edablished ether. Private pendon schemes are being gradualy crested in life insurance
companies in accordance with legd acts regulating life insurance and persona income taxes.

At the fird gght both the adaptation of the economy to the market sysem and genera
penson reformation conditions and directions are Smilar in dl the Bdtic countries. However
more &tentive consderation may disclose a number of detalls that are different in the pension
systems and their reformation in these countries.

17. Conditionsfor Demographic Pension System Development

The age dructure of the resdents of the Bdtic countries is smilar to that of the most
European countries. The dependence rate (the ratio of the number of old-age people and the
number of employable-age resdents) in Latvia and EStonia is about 22.5 percent and is close
to that of Northern and Centra European countries (see eg. in Table 51). In Lithuania this
rate is a little more favourable — 20.2 percent. Only Poland shows till a better figure (17.7

percent).

The podtion of Lithuania is more advantageous dso in the sense that the proportion of
children is higher by two percentage points and that of old-age people is lower by 1.5
percentage points as compared to the northern neighbours. It is interesting that a bigger share
of old-age people in the number of the country’s residents in Latvia and Egtonia is not the
result of the longer life expectancy of the resdents of those countries. On the contrary, the
edimated life expectancy caculaied for the born persons in Lithuania is 2 years longer both
for men and women (Table 52).

Table51
Population by major age groupst
(per cent distribution)

Population at age (years)

14 |1544 4564 |65+ 65+/15-64
Estonia 17.7 42.3 24.8 15.2 22.7
Latvia 17.3 42.8 24.7 15.2 225
Lithuania 19.2 45.0 22.2 13.6 20.2
Hungary 17.1 42.7 25.5 14.6 21.4
Poland 19.6 45.5 22.8 12.1 17.7
Denmark 18.4 41.2 25.6 14.8 22.2
United Kingdom |19.0 42.1 23.3 15.6 23.9
Germany 16.0 42.7 25.5 15.8 23.2
Italy 14.4 42.6 25.0 18.0 26.6

Statistical Yearbook of Lithuania 2001.
! The Baltic countries 1 January 2001, the other countries 1 January 2000 or latest available data.
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However, even the esimated life expectancy index of the resdents of Lithuania is closer to
those of the post-communist Centrd European countries. At the same time it lags behind the
indices of Northern and Western European countries. Especidly big difference is seen
between the life expectancy of men. This difference is to a great extent conditioned by the
high degth- rate among men of young age.
Table52
Life expectancy at birth

Life expectancy of birth by sex, years

Year Maes femdes
Estonia 1999 65.4 76.1
Latvia 2000 64.9 76.0
Lithuania 2000 67.6 77.9
Czech Republic 11999 71.4 78.1
Poland 1999 68.8 77.5
Sovakia 1999 69.0 77.0
Hungary 1999 66.3 75.1
Sweden 1999 77.1 81.9
Finland 1999 73.8 81.0
Germany 1998 74.5 80.5
France 1999 74.9 82.3

Based on Statistical Yearbooks and Monthly Bulletins of Estonia, Latvia and Lithuania

The estimated life expectancy of the resdents of the Batic countries calculated not for the
date of birth but for the age & which people normaly retire is dso different. This index in
Lithuania is dso different from the Batic neighbours (Table 53). Men having reached the age
of 60 years in Lithuania gill live for gpproximady 1.7 years and women — even 2 years
longer than in Estonia. The showings of Latvia are between those of these two countries.

However, if compare the edtimated life expectancy of older people of the Bdtic countries
with Western countries, one can aso notice certain differences dthough they are not so
ggnificant as the life expectancy cadculated for the date of birth. In the Bdtic countries older
(60-year-old) men live about 3.5 years and women — about 2.5 years less than the residents of
OECD countries (Table 2-3).

Table53
Life expectancy for older people

At 60 At 65

Men | Women | Men | Women
Edonia 75.3 |80.8 776 | 819
Lavia 75.8 | 813 76.9 | 82.6
Lithuenia 77.0 |828
Unweighted average for Bdtic countries 76.0 |816 77.3 |823
Unweighted average for 9 OECD countries* 795 |839 80.8 |84.7
Difference (Bdtics- OECD countries) -35 -2.3 -3.6 -25

*Canada, Finland, Germany, Italy, Japan, the Netherlands, Sweden, the UK and the USA.
Casey B., Pension policy and pension refornv/ presentation at the workshop “ Labour market and social policies
in the Baltic States: an OECD policy review. Palanga, 5 July 2002.*

4 Mr. Bernard Casey isa Senior Research Fellow, London School of Economics
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The demographic data presented above show that dthough the Bdtic countries are different
among themsdves, they dl together dso differ from Western European countries. Due to
more difficult living conditions and less efficent hedth cae the life expectancy of ther
resdents is lower. The proportion of older people in their total number is aso lower. Apart
from the life expectancy, the latter index is dso influenced by a little higher birth-rate before
the declaration of independence in 1990-1991.

Table%4
Total fertility ratein selected countries
Totd fertility rete
Estonia 2001 1.38
Latvia 2001 1.24
Lithuania 2000 1.27
Czech Republic {1999 1.13
Poland 1999 1.37
Sovakia 1999 1.33
Hungary 1999 1.29
Sweden 1999 1.50
Fnland 1999 1.74
Germany 1999 1.36
France 1999 1.24
Italy 1999 1.19

Statistical Yearbook of Lithuania 2002.

However the fertility rate in the Bdtic countries has dragticdly dropped snce 1990. The
tota fertility rate has gone down from 2 to 1.3 (Table 55). It has reached a lower leve than in
the mgority of Western European countries. This will cause negative consequences for the
penson sysem as when this scarce generation of children grow up and come to the labour
market, the number of people financing penson systemswill decrease.

Table55
Total fertility ratein the Baltic countries
Edonia Lavia Lithuania
1990 2.05 2.02 2.02
1995 1.32 1.25 1.49
2001 1.38 1.24 1.27

Another factor negativey influencing penson sysems is emigration. Together with the
birth-rate decline mentioned above it is aso the reason for the Batic countries to have lost
from 5 to 12 percent of resdents during the last decade (Table 56). It is worth noting that in
this agpect too the most advantageous dtuation is that of Lithuania The mgor emigration part
is not registered and thus its extent can be estimated indirectly by comparing the total number
of resdents between the censuses. Although there are no find data on the population census
that would show the age dructure of the emigrated, it is obvious that the mgority of the
emigrated are people of the employable age because the main reason for emigration is looking
for ajob in Western countries.

Table 56
Decrease in the number of resdentsin the Baltic countries (thousands)
| Change
Last Census* | 1989 | Absolutenumber | Percent, 1989 =100
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Edonia 1370.1 1 565.7 -195.6 -12
Lavia 23774 2 666.6 -289.2 -11
Lithuenia 3484.0 3674.8 -190.8 -5

* Estonia, Latvia— 2000, Lithuania— 2001.

On the grounds of the figures presented above it is possble to conclude that the
demographic dtuation of the Bdtic countries is close to that of Western European countries.
Certain peculiarities (eg. shorter life expectancy, higher birth-rate before 1990) imply that the
ageing of the Bdtic countries societies progresses a little later than in the mgority of the EU
countries. Among the Bdtic countries the most advantageous Stuation is that of Lithuania
However drastic drop of birth-rate gives concern about the generation that will work in the
future and finance pendon sysems in one way or another becoming ill scarcer. The long-
term forecasts for the influence of the population number, its dtructure and these figures on
pension systems are unfavourable for dl the Baltic countries®

On the other hand, demographic forecasts for these countries can hardly be reiable. They
are caculated on the bass of birth-rate, death-rate and migration premises. The former two
factors being naturd are considered more stable and migration flows are strongly and rapidly
influenced by politicd and economic factors. It was namey migration that was the mogt
ggnificant for the number of resdents of the Bdtic countries during the last decade. At least
in Latvia and Egtonia the number of resdents decreased more due to emigration than due the
birth-rate decline dthough the latter was dso unusudly rapid. That peculiaity of the last
decade demographic development of the Bdtic countries must be considered on the bass of
population number forecasts when planning pension reforms.

18. Changesin the Number of Pensioners

Demographic development unfavourable for penson sysems was one of the arguments
helping to decide upon increesng the penson age in dl the Bdtic countries. Another
argument was the dready mentioned lower penson age as compared with the mgority of
Western countries that remained from the Soviet period (Table 57).

Table 57
The Law-defined age that givesright to receive old age pension* (years)
Men Women
Audria 65 60
Bdgum 65 61
Bulgaria 60 55
Denmark 67 67
Czech Republic 60 55
France 60 60
Greece 65 65
Itay 64 59
Irdand 66 66
Russian Federation 60 55
United Kingdom 65 60
Netherlands 65 65
Norway 67 67
Poland 65 60
Portuga 65 65

® E.g. see Schiff, J. Pensions reform in the Baltics: Issues and Prospects. | MF. 2000.
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Sovakia 60 55
Fnland 65 65
Span 65 65
Hungary 60 56
Germany 65 65
Sweden 65 65

1 The Baltic countries - 1 January 2001, Belarus, Czech Republic, Poland, Russian Federation - 1999, the
European Union countries - 1 January 1998, Norway - 1995, other countries - 1998.

Egtonia weas the firgt of the Bdtic countries to start increasing the pension age from 1 April
1993. In Lithuania, such a decison was darted to be implemented from the beginning of 1995
and from the beginning of 2001 the increase of the penson age was ill acceerated. In
Latvia, the penson age for women was started to be increased from 1996 and for men — from
2000. Beddes, in Latvia from 2005 it is planned to abolish the retirement earlier than the
norma pension age (Table 3-2).

According to the legdly established conditions the increased penson age in the Badltic
countries will not reach the legd penson age gpplicable in the mgority of Western countries.
However, taking into condderaion the shorter life expectancy in the Batic countries, such an
increase is quite Sgnificant.

Table58
The normal age for old-age pensions (men/women)

1990 2002 Target Legidaed
Edtonia 60/ 55 63/58.5 63 by 2001/63 by 2016 | 1993
Lavia 60/ 55 61.5/59 62 by 2003/ 62 by 2008 | 1995*
Lithuenia 60/ 55 62 /58 62.5 by 2003 / 60 by 2006 | 1994; 2000
gtarted in 2000 for men and in 1996 for women
Casey B.,2002.

Two of the three Bdtic countries — Egtonia and Lithuania — having darted to increase the
penson age earlier from 1995 to 2001 have managed to reduce the number of old-age
pensioners (Table 59).

The conditions for recelving old-age pensons in Lithuania became dricter from 1995 after
introducing the requirements of minima and compulsory insurance period. The minimd
insurance period of 15 years grants the right only to a partial penson. The compulsory period
requirement entitling to the whole penson was dated to be gradudly increesed up to 30
years. In Edonia and Lavia the period requirements reman low — 15 and 10 years
respectively. Even in Lithuania the insurance period requirements will have impact on the
number of pengoners only in the future. During the initid reformation period persons of the
penson age usudly have a sufficient work record from the Soviet times, which is taken into
account as the insurance period of the new sysem. However, in the future due to the
dragtically reduced number of the employed and insured (as will be illusrated beow) the
universdity of the right to old-age pensions will be highly endangered.®

Table59
Number of pensioners (at the end of the year; in thsd of population) (thous)
Tota Old-age
Egonia Lavia Lithuenia Edonia Lavia Lithuenia
1990 | 360.5 609.8 827.7 287.5 487.4 656.2
1995 | 376.2 666.0 853.8 302.1 497.0 656.8

® For more information see Lazutka, R. Phare. 1998.
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[ 2001 | 366.7 16304 | 10577 | 2974 |504.8 | 636.9 |

In Lithuania, the share of old-age pensioners in the totd number decreased in 2001 and
reached the levedl of 1990, and now is the lowest of al the three countries (only 17.6 percent).
In Estonia and Latvia the share of pensoners in the totd population number has increased and
now makes about 22 percent (Table 60). In Latvia, due to the later and dower increase of the
pension age the absolute number of pensioners has aso increased (Table 59).

Table 60
Share of old-age pensionsrecipientsin total number of population (percent)
Old-age
Edonia Lavia Lithuenia
1990 | 18.3 18.5 17.6
1995 | 20.5 19.6 17.8
2001 | 22.2 21.5 17.6

Two countries — Estonia and Latvia — reforned the
di sability pension system and in 2000-2001 rmanaged to reduce
t he nunber of recipients of this kind of pension. In these
countries during the |last years the nunmber of recipients of
survivor’s pensions has al so decreased (Table 61).

Table 61
Number of disability and survivor’s and widow’s pensioner s (thous)
Disability Survivor's
Estonia | Lavia Lithuenia Egonia Lavia Lithuenia
1990 38.9 66.9 111.3 17.2 38.7 59.0
1995 52.3 103.4 139.2 15.8 384 55.3
2001 43.4* 83.2%* 181.1 15.7 36.2** 239.7
*incapacity for work
**2000

In Lithuania, the number of recipients of disability persions has been changing the opposte
direction. Unreformed old procedure of edablishing disability, high unemployment rate and
increase of the old-age pendon age resulted in the increase of the number of disability
pensoners from 111 to 181 thousand during the last decade. Besdes, Lithuania unlike the
other two countries as we shdl see below has not introduced the early penson scheme either.

Table 62
Number of Disability Pensionsin the Baltic Countries(for a thousand of population)
E La Li
1990 24.8 25.1 30.0
1995 354 40.9 374
2001 32.5* 35.0** 49.0
*incapacity for work

**2000

The dready mentioned tendencies for changes of the number of disability pensions resulted
in the fact tha for a thousand inhabitants in Estonia and Latvia only 33-35 are pensoners
while in Lithuenia — amogt 50 (Table 62). Every year in Lithuania the number of disability
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penson recipients is dmog thrice as big as in the neighbouring countries, and this number is
rgpidly growing (Table 63).

Table 63
Number of granted disability pensions during thereference year (thous)
Esonia Lavia Lithuenia
1995 6.1 8.5 13.0
1998 6.5 6.2 14.8
2000 6.0 5.6 17.1

In Lithuanig, in contrast to Estonia and Latvia, the number of widow’'s pendon recipients
has aso greatly increased. More specificdly, in 1995 ingead of the survivor's pension
widow’s and orphan’s pensons were introduced and in 1997 the rights to them were even
expanded. It determined the fact that in 2001 the total number of recipients of widow's and
orphan’s pensons and survivor's pensons granted before the 1995 reform amounted up to
amost 240 thousand (Table 61).

Namely because of the increase in the number of disability and widowhood pensons the
total number of granted pensons in Lithuania grew dgnificantly — from 828 thousand in 1990
to 1058 thousand (Table 59). Starting from 2000-2001 as compared to 1995, Estonia and
Latvia reduced dso the totd number of penson recipients of dl socid insurance kinds. This
figure is often paid atention to.” It is worth remembering that some pensions are not equa to
others. Widow's pendons in Lithuania make only 20 percent of the deceased spouse's
pendon and thus such an impressve increase of the number of pensoners is much less
ggnificant then the funds proportiondly rased for them. As we shdl see bdow, the
differences in the proportion of pensoners and the insured in the three countries strongly
depend on the kinds of pensions being compared.

Of dl the 62 thousand pensions granted in Lithuania in 2000 only 24.5 thousand were granted
to persons who had reached the pension age. All the rest were granted in cases of disability
and widowhood.

On the other hand, of dl the three Batic countries only Lithuania refused early retirement
penson schemes remaining from the Soviet penson system to those who worked in onerous
and hazardous conditions. Lithuania liquidated this scheme while reforming the pension
gysem in 1995. Edonia and Latvia provided for the possbility of early retirement in ther
new legd acts in Edonia — three years and in Latvia — two years before the norma pension
age (Table 64).

Table64
Early retirement schemes
Egonia 3 years early, reduced by 4.8 percent per annum (14.4 percent for full
three years). Legidated 1998.
Lavia Legidated 1995, 2 years early, amended in 2000 to 58 for women and

60 for men.*
Lithuania No

* According to NDC formula (smaller “ accumulated capital” and longer retirement period reduce the pension.
In case of the minimal pension only 80 percent of the usual minimal pension are paid if the person retires
earlier)

Casey B.,2002.

7 schiff, J. Pensions reform in the Baltics: Issues and Prospects. |MF. 2000.
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19. Pension Resour ces

All the Bdltic countries are quite “economical” for account of pensioners. However, each of
them dlocates different funds to persions. Of the three countries Latvia is clearly outstanding
as its expenses for dl socid insurance pensons make over 10 percent of GDP. This figure
amost reaches the average of the EU countries. The penson expenses in Egonia and
Lithuania are much lower — over 7 and 6 percent of GDP respectively. Each of the three
countries spends about two percent of GDP for disability, widow's and survivor's pensons.
Thus, old-age pensons in Latvia “cost” over 8 percent, in Estonia — over 6 and in Lithuania —
over 5 percent of GDP (Table 65). The main reason for bigger penson expenditure in Latvia
aswe shdl see below is bigger pensonsin this country.

Table 65
Expendituresfor social insurance pensions (per cent of GDP)
Esonia Lavia Lithuenia EU-15*
All Old-age | All Old-age | All Old-age | All Old-age
1995 | 7.1 |58 102 | 7.7 6.0 4.7
1996 | ... 106 |82 6.1 4.7
1997 | 7.3 | 6.0 104 |82 6.4 4.9
1998 | 7.1 |59 11.2 |88 7.0 5.3
1999 |85 |6.9 120 |94 7.6 5.7 12.7 | 9.5
2000 |76 |64 103 |83 7.2 5.4
2001 | 7.7 |6.3 92 |75 6.7 4.9

Lazutka, R. calculations based on Statistical Yearbooks and Monthly Bulletins of Estonia, Latvia and Lithuania
* Expenditure on pensionsin Europe, ( http://europa.eu.int/comm/eur ostat/)

All the three countries finance socia insurance pensions by earmarked contributions to
socid insurance funds. However, contribution rates, proportions of their distribution between
the employer and the employee and contributions from the income of sdf-employed persons
are different.

In Estonia, socid contributions are paid by dl gainfully employed persons. The employers
of hired employees pay 20 percent of the sdary of every employee. These contributions are
cdculated without gpplying celling and bottom income limits No contributions were
edtablished for employees before the middle of 2002. For the sdf-employed the maximum
income from which contributions are cdculated makes 15 minimum sdaies The same limit
is gpplied dso to cdculating the amount of pengons for the sdf-employed. Minimum income
from which contributions are caculated for part-time workers and self-employed is EEK 700
(in 2002).

After introducing Fillar 1l of pensons in Egtonia from the middle of 2002, the accounts of
its participants acquired 4 percentage points each of the contributions devoted to socid
insurance pensons. Two more additional percent of the sdary ae pad by employees
themselves. Apart from 20 percent contributions for pensons in Estonia 13 percent of the
sday amount are pad for hedth and sSckness dlowance insurance as socid insurance
contributions.

In Latvia the amount of contributions has been changing annudly. In 1998-1999,
contributions for al socid insurance were set a 37.09 percent of the sdary. 28.09 percent
were paid by the employer and 9 percent - by the employee. From 1 January 2000 the
contribution was 36.9 percent (27.09+9), from 1 January 2001 — 35.09 percent (26.09+9).
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There are caling limits of contributions gpplied. The maximum taxable annuad income was
LVL 14,000in 1999 and LVL 15,000 in 2000.

The sdf-employed pay from the amount of their declared income according to their own
choice but there are celing and bottom limits. The minimum limit of the contributions was
edablished in 2000 but only for the sdlf-employed. They are equad to such income that can
ensure no less than 50 percent of the minimum penson (30 LVL in 2000) paying
contributions for 32 years and retiring a the age of 62. In 2000, the minimum taxable annud
income for the sdf-employed was set at LVL 540 and the maximum one—at LVL 15,000.

In Latvia, the totd share of 30.86 percent of the sdary is dlocated to pensons. For
dishility pensons it is 3.76 percent of the sdary. For old-age and survivor's pensons it is
27.1 percent. Of them from 1 January 2002 2 percentage points are transferred to Pillar 11 of
pensons. The aforementioned contribution rates are used for financing persions for present
pensoners. However, for old-age pensons “for the notiond accumulation of the pension
capita” the presently employed are charged 20 percent contribution of the salary.

Table 66
Social insurance contributions from wages for pensionsin the Baltic States 2002
(per cent of wages)

Edonia Lavia Lithuania
PAYG Funded PAYG Funded PAYG Funded
16 4+2 28.86 2 25 -

In Lithuania, socid insurance contributions for dl socid insurance branches meke 34
percent of wages. Socid hedth insurance is financed separately. The contribution of 25
percentage points is devoted to pensons. Socid insurance contributions are pad from the
whole amount of wages without applying ether cealling or floor limits The cdling limit for
wages from which contributions were paid was introduced twice but due to insufficient funds
for socia insurance in both cases it had to be liquidated. Certain groups of the sdlf-employed
pay contributions of the fixed amount (50 percent of the basic penson) independent of
income. Owners of individua firms pay contributions from the declared income to which
ceiling and bottom limits are applied.

Thus, the contribution rates for pendons in the Bdtic countries are very different (Table
66). The biggest contributions are collected by Lavian socid insurance. In Edonia the
contributions are the smdlest. After in 2002 Estonia redirected 4 percentage points to the
accumulative PAYG sysem, the contribution tariff for pensons in this country remans
amost twice aslow asin Laivia

The Bdtic countries chose different proportions of insurance
contribution rates between the employer and the hired employee.

digributing socid

From 1991 Latvia set one percentage point of the contribution tariff for employees. Later as it
has been mentioned it increased up to 9 percentage points. In Lithuania too, a the beginning
of the socid insurance system creation in 1990 the rate of 1 percentage point was set for
employees (1 and 30 — for the employer) hoping tha in the future the employees pat will
gradually beincreased and that of the employer be reduced.®

8 Different ratios of contribution rate distribution between the employer and the employee do not have different
economic contents. It is important how much the employer spends on hiring employees by paying them wages
and social insurance contributions extra and how much “take-home” (after deducting taxes and social insurance
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However, it gopeared tha changing the proportions of distributing contributions between

the employer and the employee within the presently active sysem is not only a technicd
solution. Increasing the employee's contribution part for account of reducing the employer's
contribution part causes a danger that the employer would not increase the nomina sdary of
the employee by the part of their reduced contribution and red income of the later would
decrease.
Especidly in the Bdtic countries where employees have no strong associations and trade
unions are week, there is a risk that the employer would keep the part of the reduced socid
insurance contribution tariff to themsdves. Due to that reason in Lithuania unlike Latvia no
attempts to change the socid insurance tariff between the employer and the employee were
made. Only on the socid insurance system having faced large deficit and the contribution
increase becoming inevitable, in 2000 it was increased for employees from 1 to 3 percent.
True, after introducing an additionad kind of insurance — injury a work — the socid insurance
contribution was aso increased for employers from 30 to 31 percent the same year.

In Estonia, contributions for employees were not introduced until 2002 when in the process
of cregting Rllar Il of pensgons employees were required to pay 2 percent of wages in
addition to the employer’ s contribution to the new accumulative pension scheme.

The highest of dl the compared countries contribution tariff for pendons in Latvia matches
the biggest pension resources in this country shown above as a percentage proportion of GDP.
However the amount of pension resources is conditioned not only by contribution tariffs but
dso by the amount of wages from which contributions are cdculated and the number of
recipients of those wages.

The economy dructure of the Bdtic countries is characterized by a compardaively smal
proportion of work income in the gross domedtic product. In Lithuania wages together with
socid insurance make only 41 percent, in Latvia — about 48 percent. Only in Estonia work
income makes more than ahaf of GDP — about 54 percent (Table 67).

Table 67
Share of GDP paid for employees and social insurance (year 1999, %)
Edonia Lavia Lithuania*
Compensation of employees. 53.7 47.8 41.2
wages and sdaries 40.7 38.1 32.6
employers socid contributions  |13.0 9.7 8.6
* year 2000.

Statistical Yearbooks of Estonia, Latvia and Lithuania

This figure is very important for financing pensons. When the proportion of work income
in GDP is bigger, even in case of a lower contribution rate more socid insurance funds are
collected. We can dearly see it by comparing the socid insurance finances of Lithuania and
Egtonia. The contribution rate, as we have seen before in Estonia, is five percentage points or
one fifth lower but the penson financing makes even a larger share of GDP than in Lithuania
On the other hand as we shdl see below, in Estonia pensions are a little lower as compared
with wages than in Lithuania because in Estonia wages are higher than in Lithuania (the share
of GDP made by wagesislarger).

contributions) pay is received by the employee. These amounts remaining unchanged, both the employer and the
employee should be disinterested in the proportion of social insurance contribution distributed between them.
However, deducting contributions from the employee and the employer has psychological meaning — it is
perceived more clearly that (and how much) the social insurance system costs.
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The low share of wages in GDP is influenced by severd factors. Firdt, low organization
levdl of employees does not alow negotiating higher wages by way of collective negotigtion.
Second, a smilar factor pressng wages down is high unemployment rate. Third, in the Baltic
countries, especidly in Lithuania, sdf-employment work form has greetly expanded (Table
68). People employed in it gain the so-cdled datidicaly “mixed” income. Penson financing
is negaively influenced by tha as the sdf-employed are either not socidly insured or are
insured but pay dgnificantly smdler contributions than hired employees. On the other hand,
they are ether not entitled to pension (if case they are not insured) or ther future pension is
very smdl, which will not ensure them against poverty.

Table 68
Workforce Structurein Lithuaniain 2000
(percent, workforce proportion is 100 percent)

Workforce structure Per cent
Hired 66.9
Sdf employed, their family

members working as assistants 17.2
Unemployed 15.9
Tota 100.0

Penson financing posshiliies are negaively influenced by the economic activity and
employment of the population that has dragticdly decreased and is ill going down. These
figures are especidly low in Latviaand alittle higher in Estonia (Table 69).

Table 69
Economic status of population

Egonia Lavia Lithuania

Labour Emp | Unempl | Labour | Emplo | Unem | Labour | Emp | Unem

force loym | oyment | force yment | ploym | force loym | ploym

participatio | ent rate*** | participa | rate** | ent participa | ent ent

nrate rate* tion rate rate** | tionrate | rate* | rate**

percent* * percent* * percent* | * *
1990 | 75.5 75.0 | 0.6 65.5 65.5 | ..
1995 | 72.6 9,8 18.9 66.9 55.2 | 17.1
1997 | 65.1 58.8 | 9.7 59.7 51.1 14.4 61.5 52.8 | 14.1
2000 | 63.9 55.1 | 13.7 56.8 48.5 14.6 60.4 51.2 | 154

*or activity rate — labour force (employed and unemployed) in working age population
**the share of employed in the working age population
***the share of the unemployed labour force

The unemployment rate, on the contrary, has greatly grown. As is well known, in the Baltic
countries as in dl the Soviet Union the population was universadly employed. When
reforming the economy, while the economy dgructure was radicdly reformed, the sructurd
unemployment reached 14-15 percent (a little lower in Estonia) (Table 70). Even with the
development of the economy the unemployment is practicaly not decressng as its growth
results from the labour productivity increase.

Table70
Unemployment rate (per cent)
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1995 | 1996 | 1997 | 1098 | 1999 | 2000 | 2001

Estonia(l) | 9.8 100 |98 9.9 123|137 | 126
6.5

Lavia(l) | 189 | 183 | 144 |138 |142 |145 |131
B 71 6.7 8.8 9.1 7.8 7.9

Litwenia | 17.1 | 164 | 141 | 133 | 141 | 154 |17.0

6.1 7.1 5.9 6.4 8.4 115 | 12.3

Latvia: Soc. report 2000. P.12
(1) ILOdefinition
(2) Registered

The changes in the labour markets of the Bdtic countries aso determined the number of the
socidly insured going down. Especidly rapid decrease was noticed during the first years of
the economy trandtion to the market system (1990-1994). Later the number of the insured
became more dable. In Latvia it even darted increasing after 1997, in Edtonia it remains at
the low pogstion for the last three years, and in Lithuania unfortunatdly it has darted
decreasing again since 1999 (Chart 1).

Chart1
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Source: SSIF data 1997.
*source: Socia report 2000

The Bdtic countries as it was shown above took deps tha limited the increase in the
number of pensoners and in the mgority of cases before 2000 they succeeded in reducing this
number. However, unfavourable changes in the labour market determined the increase of the
dependency rate (of the proportion of pensioners and the employed) in dl the countries. It was
especidly rapid in 1990-1995 but even later its growth could not be fully stopped (Table 71).

Table 71
Changes of the Dependency Ratein the Baltic Countries
Edonia Lavia Lithuenia
Employed [Pension (% |Employe |Penson |% |Employed |Pensioners® |%
erst d erst
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1990 |[826.4 326.4 [39.5(1408.7 [554.3 |[39.3|1852.7 767.5 41.4
1995 |647 354.4 |54.8 [1045.6 [600.4 |57.4|1643.6 796.0 48.4
1997 |635.2 348.7 [54.9 [1036.8 [605.7 |[58.4(1669.2 803.2 48.1
2000 [592.1 351.1 [59.3 [1037.9 [597.0 |[57.5(1586.0 818.1 51.6
2001 340.8 1037.0 1521.8 818.0 53.8

*old-age and invalidity

It is interedting thet in Lithuania the proportion of the number of old-age and disability
pensoners and the number of the employed is the lowest (it made 53.8 percent in 2001) as
compared with Estonia (59.3 percent in 2000) and Latvia (57.5 percent in 2000 m.). ° It is
despite the rapid growth of the number of disability pensoners in Lithuania during the last
decade. The advantage of Lithuania is determined by the less dgnificant decrease of the
number of the employed within ten years in pite of the highe unemployment rate in
Lithuania
The determinant that worsened the proportion of the number of pensioners and the number of
the employed in Latvia and Estonia was a more significant emigration from these countries.

The dependency rate discussed above is cadculated on the bass of the number of the
employed that is edtimated by the labour market research. However, some pat of the
employed population is not insured for pensons because they ae included in certan <df-
employed groups not obligatorily insured or avoid the insurance by breeching the law. This is
why the so-cdled “sysem dependency raio” caculated by comparing the number of
pensioners with the number of the insured for pensions is important.l® The system dependence
ratio is much higher than the dependency rate presented above. In Lithuania it is ten points
higher and in Latvia — only two points. This proves the imperfection of the labour market and
socid insurance system in Lithuania — a big part of the actudly working people avoid socid
insurance and do not contribute to the pendion financing.

20. Pension Amount

While reforming penson sysems dl the three countries introduced new penson formulas
that provide for the dependence of the penson amount on socid insurance contributions or
amount of wages and the time of paying insurance contributions (insurance period).
Nevertheless, penson formulas are quite different.

In Estonia the old-age penson conssts of three components. the base part, the part
depending on the insurance period and the so-called nsurance part. The base part is equa for
al pensoners,

The period pat is cdculated on the bads of the insurance period darting from 31
December 1998. This showing comprises dl the period of the pad work for which the
employer paid mandatory socid contributions.

° Quite often when calculating the dependence rate the number of the employed is compared with the total
number of pensioners (e.g. Schiff, J. Pensions reform in the Baltics: Issues and Prospects. IMF. 2000., State
Social Insurance 2000: Statistical Data. The Board of the State Social Insurance Fund.2001.). However in
Lithuania from 1997 all widows and widowers are paid widow’ s pensions and their number isfar bigger thanin
the neighbouring countries. Widow' s pensions are most frequently paid as second pensions to the recipients of
old-age or disability pensions. However the amount of these pensions makes only about 20 percent of the amount
of old-age or disability pension amount. Due to the aforementioned reasons it is more expedient to calculate the
dependence rate only for the number of old-age and disability pensioners.

19 The connection of the system dependence rate with other pension economic factors is illustrated in
Augusztinovics M., Pension Systems and Reforms in the Transition economies // Un/ECE, Economic Survey of
Europe, 1999, No. 3.
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The insurance part includes the right to pension that was implemented after 1 January 1999.
This part of the pendon is esablished on the basis of the coefficient of the insurance part of
the given person. The amount of the person’s insurance part depends on how much socia
contribution funds went to their state pension insurance budget account. The incoming socid
contributions are accounted for every atificd year. Then the penson insurance pat is
cdculaed by summing annua coefficients. To caculate the annua coefficient the amount of
the socid contribution having gone to the person’s account within the atificid year is divided
by the average amount of the socid contribution, which is recorded in the State penson
insurance registry for every specific year.

Thus, the amount of the person’s annua coefficients proves ther right to the income of
certan penson accounts, which is cdled “the insurance pat’. The time of the pendon
insurance (its period) does not have direct impact on the pension part (share).

According to the Egtonian concept of the three-Fillar pendon sysem, the future socid
insurance pension should guarantee 40-45 percent of net wages replacement rate.™*

The three-pat penson formula should eventualy be replaced by the two-pat formula
when the persons having no work record snce 1 December 1998 would retire. The maximum
pension amount is not established.

Such a three-part pension formula in Estonia appeared because in 1992 due to the economic
crigs in Egonia the “flat” socid payment to pensioners was introduced. On 1 April 1993 it
was replaced with the socid insurance pension caculated by the formula where apart from the
universd ("flat") base pat the individud component depending on the work record was aso
introduced. That formula disregarded the former sdary or the amount of the socid
contribution paid. When reforming the penson formula a the beginning of 1999 it was
resolved to introduce dso the insurance part depending on the paid socid contribution but not
to disregard the part depending on the work record for those who had that record before the
beginning of the reform.

The indexation of the granted pendgons in Egtonia is planned annudly according to the
average consumer price index and socid insurance fund, i.e. according to the financid
capacity of the pension insurance budget. 2

The date penson is consdered to be the minimum pension guarantee in Estonia. It can be
granted to permanent residents of Estonia:

1. having reached 63 years of age who have lived in Edonia for the last five
years, took steps for receiving the pension, who lacked the mandatory 15-year work period for
receiving the old-age pension and who do not receive any other state pension;

2. who are permanently incapable to work and cannot receive disability pension;

3. dependants whose support cannot receive the survivor’'s pension.

The amount of the dtate pengon is annualy determined by the parliament when approving he
state budget.

In Latvia, the presently active socid insurance penson scheme was implemented a the
beginning of 1996. It is based on the so-cdled Notiond Defined Contributions (NDC)
principle and this is why it is o different from the PAYG penson schemes effective in most
countries. Following the generdtions <olidarity principle the <ate mandaory non

1 Miuler, K., p.18
12 see Leppik 2000, according to Miuler.
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accumulaive scheme imitates the scheme of defined contributions. Socid — insurance
contributions for the state old-age pension insurance (20 percent of wages) are recorded in the
notiond individud accounts. The change rate before the retirement and accumulated notiond
penson capita are caculated for the funds accounted in them. In redity contributions proper
are used for paying the present pensons.

The pensons being paid before the beginning of the reform (until 1996) were not changed
in accordance with the NDC scheme rules. However three categories of old-age pensioners
will survive for a long time (2 eg.) - persons to whom pensions are paid according to the old
rules effective until 1996 and who do not participate in the new scheme persons to whom
pensons are paid according to the rules of the trangtion period, i.e. who have insurance
records before and after the reform; and persons who participate only in the NDC scheme.

In the reformed system pendions are caculated by the formula described below. After the
penson age is reached, the capitd accumulated in the notiond account is divided by the
edimated life expectancy of the generdion retiring then. It is not differentiasted by sex and
thus the solidarity between sexes is presarved, i.e. men whose life expectancy is lower
partidly finance the pensons of women who live longer.

Theformulafor caculating the annua pension in the NDC scheme

K

P=-

G
where,

P — the annud penson;

K — the accumulated notionad penson cepita of the insured penson caculated
on the bass of the information concerning the amount of contributions paid to the individud
account and the annud capital increase;

G — duration of the annuity payment (in years) based on the edimaed life
expectance equa for both sexes.

The penson amount is directly dependent on the actud retirement age of the person, the
number of years of work and growth dynamics of wages from which contributions were
accounted, which defines the change rate of the NDC pension capitd. If a person retires a the
age of 60, the replacement rate is no lower than 40 percent of pre-taxable income of the
insured having norma work record (norma work career). If a person postpones the retirement
until 65 years of age, the replacement rate will reach about 60 percent.

In Latvia socid insurance pensons are conddered taxable income. 25 percert income tax
tariff is goplied to income exceeding the non-taxable minimum. However, pendons are given
high minimum of nontaxable income. In 2002 pensons were given the nonttaxadle minimum
(178 EUR) five times as big as the non-taxable minimum gpplied to other taxable income.

Latvias having sat the lowest possble payment level gives minimum penson guarantees.
The minimum amount of the guaranteed old-age pension before 2002 was the same as the
amount of the state socia security alowance (granted to the disabled eg. because of inborn
hedlth disorders) 3, i.e. starting from 1998 it made EUR 53 (at present it is 50 percent of the
minimum sday). Starting from 2002 the amount of the guaranteed State old-age penson was

13

Li t huani an Banki ng, | nsurance and Fi nance Institute 87



V. Kat kus, R Lazutka. The Establishment of the Pension Funds Systemin the
Baltic States.

increased with regard to the individud insurance period multiplying the amount of the date
socid security alowance by the multiplier of 1.1, 1.2 or 1.3 corresponding to the work record
period — less than 20 years or 30 years or more,

The socidly insured person is entitled to the old-age pension if their insurance period is no
less than 10 years. Persons who were not granted such a right through the socia security
system receive dtate guaranteed socid security alowances. Allowances are paid only in case
the person reaches the age of 5 years more than the set penson age. Allowances were
introduced in 1996.

The person having reached the pension age can work and a the same time receive the
penson. They continue paying contributions and additiondly accumulate the notional penson
capital. The return rate is caculated on the bass of the accumulated cepitd and when the
person finaly retires (ceases to work) the penson amount is recdculated on the bads of the
newly accumulated capital.

In Latvia, before 2002 the consumer price index was used for indexation and starting from
2002 pensons are indexed on the basis of two variables — the consumer price index and
contribution wage base, i.e. the base of wages from which socid insurance contributions are
paid.

In Lithuania, the formula of cdculaing old-age pensons congds of two differently
caculated and indexed parts — the base penson and the additiond pension part (B+P). The
base penson rate established by the Government is connected with the Minimum Subsistence
Levd (MSL) and cannot be lower than 110% of MLL. Thus it guarantees only minimum
security level for pensoners.

To receive the whole base penson the person must have a so-caled compulsory socid
insurance period. The compulsory socid insurance period for men a the beginning of the
reform was set a 25 years and for women it was 20 years but from 1995 this period is every
year being prolonged for a year until it reaches 30 years. In case the mandatory insurance
period of the person is insufficient, the base pension is proportiondly reduced. Thus, the base
pension for those having sufficient insurance period isamost “flat”.

The additiond penson pat is cdculated individudly for every person taking into account
the latter's insurance period and insured income gained during the insurance period. The
formulafor caculaing the additiona pension part:

P =0.005*S*K*D,

where

S —the socid insurance period of the person;

K — the person’s insured income cdculated by dividing the annuad income of the
insured person by the average annua wages of the country. There is a celing limit st for K
that must not exceed 5.

D - the average insured income caculated as the country’s average of the earned
income from which penson insurance contributions are collected. The totd amount of wages
is divided by the number of the insured. Thus D induded in the formula for cdculating the
additional penson pat and recalculated every quarter ensures the indexation of pensions
taking into cong deration the change of the country's average wages.
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The coefficient 0.005 means tha 0.5% of the employee's monthly sdary annudly goes to
the additiona future pension component.

The base penson is indexed according to the price index. Thus, the penson formula is
created s0 tha the base pendon would reflect the inflation and the additiond pension part
would reflect the growth of the average sdary.

Pay-as-you-go pensions schemesin the Baltic Countries:
formula of pension benefitsand rules of indexation

Country Formula Indexation
Basc amount
Insurance  period  supplement |  Consumer priceindex &
Estonia (until 01 01 1999) Revenue of Socid
Insurance  contributions  supplement Insurance Fund
(since 01 01 1999)
Notional defined contributions scheme
since 1996
Consumer priceindex &
Latvia K contribution wage base
P= —
G

P - annual pension; K - accumulated capital
G - life expectancy

Since 1995:
Lithuania - Badc amount Consumer price index &
Insurance period and insurance|  Insured income (wage)

contributions related supplement
(0.5 percent of wage for one year of

insurance period)

Starting in 1995 working pensoners in Lithuania were paid dl the granted old-age penson
if ther wages were less than 1.5 minimum monthly sday (MMS). However, if the sday
exceeds this limit and if the person is younger than 65 years, only the base penson part is
paid. Seeking to reduce the expenditure of SSIF from 1 January 2001 the following procedure
was effective for 6 months — working pensoners were paid the base penson pat and if ther
income from which insurance contributions were calculated did not exceed 1.5 MMS, they
were dso pad a certain pat of the additiond pension.* However, the rew procedure aroused
great discontent of the public and thus from 1 July 2001 the procedure of paying pensions to
working pensoners changed again. If the wages of the working pensoner do not exceed 1
MMS (430 Lt), they are pad the whole old-age pendon. If the sday is bigger than 1 MMS
but does not exceed 1.5 MMS (645 Lt), the whole base pension part (138 Lt) and a certain
part of the additionad penson are paid but the pension cannot exceed 218 Lt. If the income of
the working pensioner exceeds 1.5 MMS, they are paid only the base pension part. In 2000
every sixth pensioner was working (15.6 percent).

14 Social report, 2001.
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If the pendoner refuses their old-age penson for some time, in the future their pendon is
increased by 8 percent of the caculated penson amount for every year of postponement but
not more than for 5 years.

The pension caculation formulas described above and the indexation procedure of pensons
dready pad will findly form the amount of pendons and the standard of pensoners living
only after the retirement age will be reached by the generation who just start their work career
a the moment of these formulas taking effect. Until now, even though they are effective the
amount of pensons has been determined by the Soviet sdary dtructure and employment
modd as the work experience acquired during that period and amounts of the received
sdaries are accounted this or that way when caculating pensons.

The Baltic countries ill presarving the universdity of providing pensons for older
people (due to the universal employment that existed before the trangtionad period) and the
expenditure for financing penson systems being modest, the average amount of pendons is
aso modest. True, of these countries Latvia is outstanding in respect of penson financing
resources. It has much bigger pensons than other neighbouring countries. The replacement
rae (the proportion of the average penson and average net sdary) in Latvia exceeds 50
percent, in Estoniaand Lithuaniait isonly alittle higher than 40 percent (Table 72).

Table72
Replacement Rate for Public Old-age Pensions*

1995 [1996 [1997 [1998 [ 1999 [2000 | 2001
Edonia

| 35 | 41 | 40 | 39 | 45 | 41 ...
Lavia
old 45 48 57 55
New |48 52 53 51 50
Lithuania

| 41 | 40 | 42 | 42 | 43 | 42 | 42
*net wages
Casey B.,2002.

Smdl socid insurance pensons diginguish the Bdtic countries, especidly Estonia and
Lithuania, not only among the mgority of the EU countries but dso among candidate
countries (cf. Table 73). On the other hand, Latvia having the smalest economic resources as
compared with other Bdtic countries (the smalest GDP for one resdent) devotes the bigger
part of resources to pensions and guarantees the biggest pensions in the countries compared. It
proves the statement that the amount of pensons depends not only on the economic potentid
of the country but dso on the country’s prevailing values and politica convictions.

Table73
The Proportion of Average Old-Age Pension and Average Monthly Salary* in 1997 in
Some EU -Candidate Countries (in percent)

Country Proportion of the average Proportion of the average
pension and gross average pension and net average
saay sday
Esonia 32.5 41.4
Lavia 38.7 52.5
Lithuania 31.3 42.3
Bulgaria 55.0 65.6
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Czech Republic 45.3 58.3
Slovakia 447 60.8
Sovenia 42.7 67.5
Poland 69.6 70.3
Romania 30.2 40.3

* Czech Republic, Romania, Sovenia—the gross average salary of industrial workers
Source: The experience of Central and Eastern Europe, 99, Vol. 1, p. 47

Table74
The Proportion of the Average Old-Age Pension with the Average Disposed
Income for One Member of Household

Edonia Lavia Lithuenia
Average Penson | Average Penson | Average Penson
monthly (%) monthly (%) monthly (%)
disposed disposed disposed
income income income
1996 | 1414.1 65.8 326.7 58.9
1998 | 1889.4 61.4 62.3 82.8 422.5 68.1
1999 | 1999.6 77.0 64.7 91.1 428.0 725
2000 | 2183.8 71.0 69.2 86.4 415.4 75.2
Table 75
The Proportion of the Average Old-Age Pension with GDP per capita
Egtonia Lavia Lithuania
GDP pe| % GDP per| % GDP per| %
capita  for capita  for capita  for
one month one month one month
1997 3714.55 27.6 107.9 39.4 861.84 27.8
1999 4623.68 33.3 135.35 435 960.48 32.3
2001 5820.38 26.7 167.72 34.9 1146.3 21.7

Although pensons in the Bdtic countries are quite modest, sarting from the middle of the
last decade the average penson amount is relaively increesing as compared with the average
disposed household income (Table 74). On the other hand, it is not increesng and is even
going down (especidly in Latvia) as compared with GDP per capita (Table 75). It means that
in these countries the lately growth of economy had inggnificant influence on the growth of
income of al the population (at leest for those households that are included in the research)
but the dtuation of pensoners has reaively improved as compared with other groups of
resdents gaining income not from socid insurance penson schemes.

21. Pillar 11: Compulsory Accumulative Insurance Pensions

Widdy known proposds of the World Bank on the egtablishment of the compulsory
accumulative penson schemes have had a drong impact on the reforming of the pension
systems in the Bdtic States™ Meanwhile, every state has chosen its own different way of
edablishing multi- pillar penson system.

In 2004 Edonia, Latvia and Lithuania will become members of the European Union. Thus,
the Bdtic dates will have to comply with the Maadtricht Agreement criteria State budget

15 World Bank strategy on pension reformswas presented in Averting Old Age Crisis, 1994
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deficit shdl not exceed 3 per cent limit, and the ratio of public debt and GDP shal not be
larger than 60 per cent. In addition, al the governments of the Bdtic States provide for
consderable cost of adjustment for the EU requirements. These factors have had considerable
impact on the choice of pengon system reform rate and scale.

Latvia was fird among the Bdtic States to begin establishing an additiona compulsory
participation penson scheme, i.e. the so-cdled PRillar II. The scheme was launched in July
2001. It is a dae penson scheme, which is adminigered by the State Socid Insurance
Agency. A share from 20 per cent socid insurance contribution rate for old-age pension into
NDC schemeisinvested into financial assets.

The pendon accumulation is based on unitization principle, i.e. individud contributions are
invested depending on the individudly chosen portfolio and are marked in units. The units are
used for computation ams taking into account the accumulated assets and terms of the
contract. Depending on the success of the investment the unit vaue is computed as a ratio of
asts value a the time of computation and number of units at the time of computation.

State Socid Insurance Agency makes contracts with assets managers and  insurance
suppliers on behdf of the date. It is anticipated that by January 2003 the only assets
adminigrator in the Rillar 11 will be the State Treasury, which is entitled to invest assats only
into Latvian securities and time depodts in a bank. Later, participants of the Pillar 11 will be
able to chose private assats managers with a broader range of investment instruments. A
person may change the asset manager no more often than once a year. Private assets managers
(investment companies, licensed for activities in the Latvian territory, shall possess a separate
license for the Second Pension Fillar.

The Rillar 11 is implemented without an increase of overdl penson contribution rate, but it
will influence the computation of NDC payments, which will be smdler if compared to those
which would have been in case of nonfunding of the Rillar 1I. It is planned to gradudly
increase contributions to the PFillar 11 with the proportiond reduction of the contributions in
the Fillar 1. At the beginning, only a 2 per cent contribution is paid to the Fillar II, however
by 2010 the rate should have reached 10 per cent (then equd shares will be paid to both
pillars). (2 per cent contribution rate is anticipated to be paid till 2006, and in 2007, the rate
should reach 4 per cent, in 2008 — 8 per cent, in 2009 — nearly 9 per cent and in 2010 it will
comprise the level of 10 per cent).

At the beginning, for a period of 1.5 year the Sate will cover the cost of running and
adminigration of penson funds. Later on, a maximum threshold of 2.5 per cent is planned for
adminigiration fee, but no redtrictions shal be gpplied for its administration.

Participation of persons, who are under 30 years old on July 30, 2001, in the Fillar 11 shall
be binding. Persons, who a the moment of law enforcement were 50 and older, shdl be
prohibited from participating in funds saving. Persons aged 30-49 may join the accumulation
penson scheme on voluntary bass any time. Gradudly, the Rillar 11 will include dl persons
under state pension insurance (gpproximatey in 2035).

Totd number of Rillar Il participants in the beginning of 2002 amounted to approximately
280 thousand (gpproximately 27 per cent of the overal populaion insured by sate socid
insurance). A low share of legitimate participants in the Fillar 11 should be noted as only 6 per
cent of them voluntarily have chosen the Rllar 1l. The introduction of private administration
of assats and its promotion campaign are expected to increase the number of participants
considerably.
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Due to the conservative character of the proposed investment portfolio of the State
Treasury, which currently provides 5-6 per cent of the nomind rate of return, the Rillar Il
scheme does not look attractive. The rate of return of NDC scheme is higher (in the period of
1999-2001 gpproximately 9 per cent with the inflation rate of 2.5 per cent) if compared with
the Fillar 1. No guarantees on rate of return of invested penson assets are provided in Latvia
due to the gpplied gtrict investment rules and possibility to choose the sate fund.

After retirement there are possible two aternatives and by the choice of the participant the
accumulated capitd in the Rillar 11 may be:

- added up to the Rillar | pension for the computation of the generd old-age pension
on the bass of the NDC scheme formula, provided that the capita shdl be
accumulated (in NDC reserve fund) with the NDC rate of return, or

- tranderred to the life-insurance company, which will provide life annuity later.

In the course of refunding of savings in the Rillar 1, the Rillar |1 contributes to the long-term
prospects of the PFillar 1 budget. It is a typicd characterisic of the Latvian sysem. It can
improve the NDC scheme liquidity and provides for a more flexible use of the Rillar | reserve
fund.

Any capitd |eft after the participant’s death shdl be trandferred to the state penson budget
for the survivor's benefits (payments to children) according to the Law on the Rillar |I.
Spouses have no right of receiving survivor’s payment in either Rillar | or Billar 11.

In contrast to the NDC scheme, the PFillar 1l provides for a wider choice after retirement.
For example, life insurance provides for a possble joint-annuity, which in case of death of the
insured persons, will be paid to the spouse; with the postponed payment of pension (up to 10
years) the sze of the latter increases for a certain amount; it may be decided that in different
chosen periods the different sizes of pensons would be paid, etc. In case of refunding to NDC
scheme, the savings variant dso has its advantage, as it guarantees a dable indexation of
pension according to the increase of prices and sdaries.

Rillar 11 pension taxation rules depend on the selected variant and shall be done according
to either the Pillar | pengion taxation rules or life-insurance vaid regulations.

The main regtrictions applied to the investment shal be asfollows:

- The funds dhdl inves soldy into securities issued by date, municipd or
internationdl  finandid  indtitutions; debt securities of commercia  entities, stocks
and other capitd securities of commercid entities, depodts of credit inditutions,
investment funds and derived agreements (only for currency hedging).

- Investment into red estate, |oans and self-investment shall be prohibited.

- Invesment is permitted in the Bdtic states, EU, EFTA and OECD countries (with
investment grade credit rating and with 70 per cent currency matching limit and
10 per cent limit for each non-matching currency).

In 2002, the Rillar 11 assets were mainly invested into Latvian state securities (89 per cent).
The deposits in investment portfolio amounted only to 7 per cent, whereas 4 per cent stood
for correspondent accounts.

Table 76
Activity indicatorsof thePillar 11 in Latvia (2002, June)*
| Pillar Il assets, EUR (thou) | 9,515 |
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Per cent of GDP 0.1
Including, into

State securities of Latvia, EUR (thou) 8,442
Time depogits in bank, EUR (thou) 679
Correspondent account, EUR (thou) 394
Average interest rate (per cent) 54
Number of participants 280,000
Share of totd number of persons paying contributions to the generd | 27
socid insurance

*Vanovska, |. 2002.

Fillar 1 budget in Lavia currently shows deficit. The implementation of PRillar 1l has
increased the debt. If the planned rise of contribution rate to 10 per cent will prove to be too
expensive, the cumulative scheme may destabilize the state NDC pension scheme 16

Estonia began edablishing compulsory additiond penson scheme one year later than
Latvia The financid bads for this scheme was additiond contributions, which are paid by the
employed together with the share of the socid insurance pension contribution.  The employed
persons shall transfer 2 per cent of their income to the selected nsurance funds. In addition to
this amount there are caculated 4 percentage points of the socid tax. Tax Board transfers 16
per cent of socid tax to the State Pension Insurance Fund, 13 per cent of socid tax to the State
Hedth Insurance Fund and 4 per cent of the socid tax to the bank account of the registrar of
the Estonian Centra Regigter of Securities.

Compulsory participation in the Second Penson PRillar is foreseen for those persons who
began working in 2001. All persons born after January 1, 1983 and beginning their work shdl
participate in the accumulative pension insurance.

The accumulative penson for older persons shdl be of voluntary character (dates are set
for persons born in certain years when they are supposed to present their applications for
participation in the Second Penson Rilla: eg. Born in 1942-1951 may submit ther
gpplications by June 1, 2002, born in 1982 — by November 1, 2024 etc.).

The insured may pay contributions only into one compulsory penson fund. Paying
contributions to penson fund, a person receves a number of units issued by the penson
management company, which corresponds to the amount of contribution paid.

Only those owners of units will receive the compulsory accumulaive penson, who are of
penson age, who are recipients of state penson gipulated by the State pension insurance or
other laws of Edonia (if legdly they ae entitted to it) and provided they have pad
contributions for no less than 5 years. The insurers shdl apply the same mortdity rate table
both for males and femaesin the course of making the contract.

The units of compulsory pension fund may be replaced once per year on the firs caendar
day after January 1. The compulsory penson fund units may be replaced only with the units
of another compulsory penson fund. Willing to change the compulsory pension units its
owner shdl have a least 500 units. All the compulsory penson fund units of one owner shdl
be replaced per one time.

16 \/anovska, 1. 2002.
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Observing the Law on Accumulaive Pendon the contributions for compulsory
accumulaive penson shdl be deducted from the persond taxable income. However, the
payments from compulsory penson fund to the inheritor of the units owner shdl be taxed and
the payment shal be done on the basi's of the insurance contract.

According to the vaid legidation a penson fund is an invesment fund under contract, the
main objective of which is to provide the fund's depositor (shareholder) with a posshility to
receive additiond income when he/she is 55 years or isincapable for work.

The penson fund may be adminisered only by the fund adminidrator, possessng a
corresponding license for such kind of activities, or, following the provisons of the Lav on
Investment Funds, acting as a bank of accumulaive penson fund. Operation license is
granted for an unlimited period.

Separate operation licenses ae issued for adminigration of voluntary and compulsory
penson funds.  Compulsory penson fund adminidration license grants the right for
adminidration of any type of pendon fund, management of other invesment funds and
provison of securities portfolio management services.

A compulsory penson fund shal not invest into shares more than 50 per cent of market
vaue of the penson fund assets. The Investment Funds Act dipulates that the market vaue of
securities defined therein shdl not exceed 5 per cent of the market vaue of the penson fund
asts. The penson fund asssts may be invested into monetary market ingruments and
securities defined in the Invesment Funds Act observing the penson fund regulations. In
order to safeguard the interest rate of unit owners the Ministry of Finance may limit the
investment into securities and monetary market instruments.

The vaue of issued securities, which belong to the same group of persons, shal not exceed
5 per cent of market value of compulsory penson fund assets. The vaue of securities, issued
or guaranteed by the state, shall not exceed 35 per cent of penson fund assets market vaue.
The assets of penson funds may be invested into units or shares of other investment funds
only to extend provided on the penson funds regulaions. The vaue of investment fund units
and shares shal not exceed 5 per cent d market share of the pension fund assats. In the share
of assets of the compulsory penson fund, the vadue of shares or units of administered
invesment means of the adminidration companies, which belong to the same group as the
penson fund adminigtrating company, shdl not exceed 30 per cent of market vaue of penson
fund assats.

According to the Estonian |egislation, each mnagenent
company shal edablish a least one penson fund, the assts of which is invested into
securities exclusvely (bonds, commercial papers, etc) and bank deposits. Such a fund shdl be
prohibited from investing into shares.

On 31 October, 2002 in Estonia there were 6 fund
managenment conpani es (Eesti Uhispank Assst Management, ERGO-Trigon Fund
Management, Hansa Fund Management, LHV - Lohmus Haave & Viisamann, Sampo Asset
Management and
Seesam), whichare running a total of 15 different funded pension
funds:

Eesti Uhi spanga pensionifond Konservatiivne (100%
i nterest fund)
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Eesti Uni spanga pensioni fond Progressiivne (up to 50%
i nvested in shares)

ERGO Rahul i k Pensioni fond (100% i nterest fund)

ERGO Tul evi ku Pensionifond (up to 50% invested in
shar es)

Hansa Pensioni fond K1 (100% i nterest fund)

Hansa Pensionifond K2 (up to 25% invested in shares)

Hansa Pensionifond K3 (up to 50% i nvested in shares)

LHV I ntressipensionifond (100% i nterest fund)

LHV Akt si apensionifond (up to 50%invested in shares)

Kohust usl i k Pensi oni fond Sanpo Pension Intress (100%
i nterest fund)

Kohust usl i k Pensi oni fond Sanpo Pension 25 (up to 25%
i nvested in shares)

Kohustusl i k Pensionifond Sanpo Pension 50 (up to 50%
i nvested in shares)

Seesam VOl akirjade Pensionifond (100% i nterest fund)

Seesam Optinaal ne Pensionifond (up to 25% i nvest ed

i n shares)
Seesam Kasvu Pensionifond (up to 50% invested in
shares)

By Cctober 31, 2002, as many as 207,200 thousand persons haveinvested
their means into penson funds, 170,145 of them will start making contributions to funded
pension as of January 1, 2003. The remaining 37,055 joined the funded pension before June 1
and gtarted making contributions aready on July 1.

On 31 Cctober 2002, the market share by fund nmanagers was
as follows: Hansa Investeerim sfondid 50.5% Uhi spanga
Var ahal dus 28.3% Sanpo Varahal dus 14.5% Ergo Varahal dus
3.3% Seesam Varahal dus 1.9% and LHV Varahaldus 1.5% It may
be noted that to pension fund managers have collected nearly
80 per cent of all contributions to the pension funds. Two
shareholders - Hansabank and Uhisbank — dominate in this likewise in insurance and bank
markets.

On 31 COctober 2002, the market share by funds was as foll ows:
Eesti Unhi spanga Pensioni fond Konservatiivne - 6.5%
Eesti Uhi spanga Pensioni fond Progressiivne - 21.8%
Ergo Rahulik Pensionifond - 1.1%

Ergo Tul evi ku Pensionifond - 2.3%

Hansa Pensioni fond K1 (konservatiivne strateegia) -
6. 2%

Hansa Pensioni fond K2 (tasakaal ustatud strateegia) -
18. 7%

Hansa Pensioni fond K3 (kasvustrateegia) - 25.6%
Kohust usl i ku Pensioni fondi Sanpo Pension 25 - 0.4%
Kohust usl i ku Pensi oni fondi Sampo Pension 50 - 2.8%
Kohust usl i ku Pensioni fondi Sanpo Pension Intress -
11. 2%

LHV Akt si apensionifond - 1.2%

LHV I ntressipensionifond - 0.3%

Seesam Kasvu Pensionifond - 0.8%

Li t huani an Banki ng, | nsurance and Fi nance Institute 96



V. Kat kus, R Lazutka. The Establishment of the Pension Funds Systemin the
Baltic States.

Seesam Opti nmaal ne Pensionifond - 0.7%
Seesam VOl akirjade Pensionifond - 0.4%

The conservative pension funds invest 100 per cent of their assets into bonds. 19.5
per cent of Estonian pension contribution payers have chosen that particular strategy.

Meanwhile, funds with a balanced strategy of investing 75 per cent into bonds, and
25 per cent - into shares were chosen by 19.8 per cent of pension contribution payers.

Pension funds with aggressive strategy of investing 50 per cent of assets into bonds
and the remaining 50 per cent into shares were chosen by almost 60 per cent of all the
payers of pension contributions.

At the end of May 2002, 66% of persons who had joined the
funded pension system have chosen equity funds, 19% bal anced
funds, and 15% fixed income funds. One can claim that the
nunber of persons who go for an aggressive investnent strategy
is declining; however, approximtely 60 per cent of the
contribution payers chose the investnent into shares. On 31
Oct ober 2002, total pension funds investnents portfolio
reached about EUR 10 m || i ons.

Lithuania saw a Penson system reform concept on April 26, 2000, which provides for the
introduction of compulsory accumulation in private penson funds, and on October 25 of the
sane year the White Book on penson sysem reform was published andyzing the needs,
possibilities, modes and possble consequences of the pendon reform implementation. On the
basis of these documents in 2001 a draft Law on Penson System Reform was prepared, which
was amended and improved later on.

On February 6, 2001, Penson Reform Implementation Measures Plan for 2002-2002 was
gpproved. It is anticipated that after adoption of this law other laws related to pension system
will be amended and a penson fund supervison sysem will be established, the new pension
system adminigration procedures will be prepared as wel as public information campaign
will be prepared and launched. **

The Penson reform concept (January 14, 2000) maintains that the man objective of the
new penson reform is to “change the penson sysem in such a way, that persons of penson
age could get higher income than until now, meanwhile to ensure that the redlocation would
not be increased, but reduced and to ensure the long-term sudanability of the system, which
will indude dl the inhabitants’. In view of achieving this objective there is a necessty to
change the penson system financing mode and reorganize the dtate socid insurance pensions.
The reform shdl ensure that socid insurance pendon sysem could avoid financid deficit,
which occurred during the recent period. It is viewed that the new penson system should have
a long-term impact on the nationa economy: promote saving in the country, curb down the
tax avoidance, strengthen capital markets and financid infrastructure growth.

The concept provides for establishment of a three-pillar penson system. The am of Rillar |
is to ensure for each citizen a minimum protection againg poverty and compensate a share of
lost income due to old-age or incapacity for work. Rllar |l should guarantee old-age pensions,
the sze of which would more exactly correspond to the lost income. Rillar 1l provides
conditions for insurance for those who would like to receive better protection in old age than
they could receive from Pillar | and Rillar 1l. This insurance could be executed in penson

" Socid report, 2001
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funds and/or insurance companies. Besides, the concept stresses the weskening of the
compensation function of Fillar | in the course of time, with its gradud trandfer to Rillar 11.

On the bads of the draft Penson System Reform Law (2001), one may indicate the main
aspects of the planned penson reform. It was anticipated that only persons younger than 40
years old would participate in the penson reform, whereas persons under 50 would chose
ether to pay contributions to the private funds or only stay in the socid insurance sysem. In
the course of improving the draft law it was decided that participation of persons less than 30
yearsin the accumul ation funds would be compul sory.

At the time being, employees and employers pay contributions of 25 per cent of the sdary
to the penson insurance. With the introduction of penson reform 5 percentage points of this
contribution (i.e. 5 per cent of the sdary) should be transferred to the private pension funds.
Thus, the insured would receive an old- age penson by 20 per cent less from the socid
insurance, and the above-mentioned 5 per cent of sday would be used as savings from a
private fund. Explanatory note to the draft penson sysem reform law (2001) dates that
further increase of the Sze of the contribution is anticipated in the future. It is not planed to
increase the generd contribution rate. The draft penson sysem reform law provided that the
contributions to the accumulative penson funds should be paid since January 1, 2003. The
improved draft law extended thisterm till 2004.

The pension reform White book states that due to transfer of the share of the sociad pension
insurance contribution to the accumulative funds, there will be  a budget deficit in the State
Socid Insurance Fund, which in approximady 15 years will amount to LTL 500 — 700
million per year or 1.5 per cent of GDP, and later it will decrease and will remain as long as
the generation that had not participated in the private penson scheme is dive The
explanatory note to the improved draft law forecasts that budget deficit may reach
goproximately 0.7 per cent of GDP per year. The deficit will be met from privatization fund,
loans and dtate budget appropriations. Thus, the Government of Lithuania is seeking to reduce
the pension reform impact on the budget deficit.

New documents on the pension reform show the changes in the objectives of the Pension
Reform Concept, which have been narrowed to the aspiration to ensure higher income than
now for the old-age persons in order to guarantee the living standards corresponding to the
standards in the working period.

In November 2001, the Government of the Republic of Lithuania agpproved the draft
Penson Sysem Reform Law. Parliamentary readings of the draft law have continued for half
a year and the draft law was returned to the Government. The Government was proposed to
abandon the principle of compulsory paticipation in private penson funds, but to provide
posshilities for motivating population for further voluntary accumulation of their additiond
penson. Beddes, the new penson reform draft law requires the Government to provide
pension schemes sponsored by employers.

The Lithuanian parliament on 3 Decenber 2002 adopted the
| aw on pension reform which is to becone effective froml
January 2003.

The new | aw entitles the Lithuanian popul ati on hol di ng
compul sory state social insurance to join pension accunul ation
and receive additional inconme after retirenent.

The | aw stipul ates that persons insured for a full state
soci al insurance pension will be free, according to their
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choice, to accumul ate pension contributions in pension
accunul ati on funds (conpani es). Those who deci de on joining
such a scheme will not be able to withdraw fromit, except for
the cases of full disability.

Under the law, the persons will be able to conclude a
pensi on accunul ati on contract with a pension fund until 1
Sept enmber 2003, and in every cal endar year - from January 1
till July 1. These rules shall not apply to the newconers of
t he | abour market who receive a social insurance certificate
for the first tine.

The insured will be free to choose anobng pensi on saving
funds or switch to other fund, with exception of the first
t hree year after concluding a pension saving contract. A

contri bution of each participant will make up 2.5 percent of
his or her income on basis of which contributions are
cal culated in 2004, 3.5 percent - in 2005, 4.5 percent - in
2006, and 5.5 percent - fromyear 2007.

The pension contributions will be cal cul ated and

transferred to the opted pension funds from 1 January 2004.

Unl i ke other pension system reform variants, the |atter
suggests that inplenentation of the accunulation function
should include not only pension funds, but 1life-insurance
conpani es, which have a necessary infrastructure and
operational experience in the field.

The main shortcomng of the nodel is its uncertainty as it
is not clear how nmany persons (like in Estonia) would
participate in the accunul ation. Besides, the relatively small
scal e may cause delay in the establishnment of pension funds.
At the sanme tine the latter characteristic nay be recogni zed
as an advantage as the lack of funds which would be w thdrawn
fromthe Social |Insurance Fund, woul d not be consi derabl e and
it could be easily net fromthe state budget. However, it is
uncl ear how much budget noney will be needed to cover |osses
in the Social |nsurance Fund.

Bascdly, a two-pillar pendon sysem is planned in Lithuania comprisng of the Frs and
Third Rillars. Rllar 11 establishing compulsory accumuldive insurance pensions is anticipated
in digant future.

Thus, three Bdtic States are looking for their own ways of creating additiond penson
schemes. Estonid's choice is characterized by the fact that they do not restrict themselves only
to the privatization of a pat of socid insurance pendons, but provide for additiond
participants  contributions to the created compulsory participation accumulation scheme. The
peculiar festure of the Latvian system is the refusd to establish private pension funds a the
initid stage of compulsory accumuldive penson scheme credtion, and the accumulation
begins in the vay socid insurance sysem. For the meantime Lithuania has suspended the
compulsory participation in private accumulative penson schemes and postponed the decison
for indefinite period.

Privatisation of Pay-as-you-go Pensions Schemesin the Baltic Countries
Country Tranders Rules of
and first year of of contributions participation
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assets accumulation
13% hedlth care +
Estonia 20% pensons Compulsory for new
employeesin 2001 and born
01 01 2003 4 % socid insurance after 1983
+ &
2 % participant Voluntary for older
30.86 % pensions Compulsory for young
Latvia employees under 30
01 07 2001 2% —» 10% (in 2010) &
socid insurance Voluntary for 30-49
22.5%+2.5% pensions
Lithuania Voluntary for dl employees
2.5%—» 55% (in without age congrains
01 01 2004 2007)
sodid insurance
(employees)

The diverson of a pat of socid insurance pengon contributions for the private pensons
accumulation requires large expense in the trangtion period a the time when financing of the
present retired persons should be continued and accumulation of the capitd for the future
pensoners should be in place. Bdtic countries have had difficulties for the lagt five years with
drawing baance in the socid insurance fund budgets, in some years their deficit amounted to
1-1.5 per cent of GDP (see Table 77).18

Table 77
Annual Balance of the State Social I nsurance budget
(surplug/deficit (-); per cent GDP)

Estonia* Latvia“* Lithuania***

1995 0.5 0.0
1996 -0.3 -0.3 -0.1
1997 0.0 0.6 -0.1
1998 0.3 -0.2 -0.3
1999 -1.0 -1.5 -1.3
2000 -0.7 -0.8
2001 0.0

* Schiff, J. (2000). P. 7.

**2000 Social Report. Ministry of Welfate of Republic of Latvia. p. 26.

*** Gate Social Insurance 2000: statistic data. Economic and Social Trends of the State Social Insurance in
Lithuania 3/2000, p. 18.

Latvia will have to face special difficulties with the
cost during the transition period, as it planned a nore speedy
transition to the accunulative pension system and the
contribution rate as it has been nentioned previously, is
expected to be increased even up to 10 per cent. In Estonia,
this transition is nmore |lengthy, as joining the accunmul ative
systemis conpul sory only for the person newly energed to the

18 |_ithuania managed to balance the social insurance budget in 2001 by making a radical cut of pension payment
to the working pensioners.
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| abor market, whereas those, who nmay chose the system on
voluntary basis, should pay additional contributions.

However, as it is seen from the Estonian experience, in
2003 the state budget deficit may additionally increase by EEK

300 mllion. The Governnent was planning to allocate EEK 384
mllion next year for that purpose, however it 1is clear
already now, that no less than EEK 700 mllion would be

needed. November 1, 2002 was the deadline for volunteers to
join the pension accunul ati on programfrom January 1 2003, in
order to allow themto receive paynents of the pension funds.
This date was the |last one for persons born in 1942-1956. 45
per cent of persons, whom the accunulation pension funds
program was designed for, have joined it.
Table 78
Total State Debt (% of GDP, at the end of period)
Egtonia Lavia Lithuania
2000 3.2 131 28.2
2001 2.7 14.9 26.9
Economic and Social Development in Lithuania January —May, 2002. P. 120.

Meanwhile, Estonia has a more consderable advantage, i.e. it has no public debt (only
approximately three per cent of GDP) (Table 78). Latvia has an average sze debt, and
Lithuanials debt comprises gpproximately 27 per cent of GDP. Trandtion period costs
became the man issue during the discusson of compulsory paticipation in accumulative
penson scheme, which would be funded by a share from socid insurance contribution. A
condderable public debt and other commitments  (compensation to the clients of bankrupt
banks, owners of the property nationalized in the Soviet period) were the mgor agument for
some policy-makers when taking decison on pension reform.

22. Pension Pillar 111

Private penson funds (PPF) schemes were obvioudy impossible prior to the restoration of
independence in the Batic countries. In the first years of ndependence the main atention was
pad to the privatization of indugtry, and in the fidd of pensons the key point was the socid
insurance reform. Thus, only in 1995-97 the firs draft laws on regulaing additiond voluntary
penson accumulation were designed.

In Estonia the Third Penson PFillar has been regulated by the Penson Funds Act since
August 1, 1998 till October 1, 2001. The same Act is gpplicable to the First and Second
Rillars.

Population may participate in Billar 111 in two following ways:

- by implementing penson insurance policy of the licensed private insurance
companies,

- inpenson funds units, which are managed by the private funds adminigrators.

Pendon funds units may be purchased only by naturd persons, penson managng
companies or persons acting as a penson managing company. The unit is not dividable and
shdl not belong to severd persons. However, penson fund units may be of joint ownership of
goouses. The units purchased in voluntary penson fund may be changed, however only into
the units of another voluntary pengion fund.

In order to change a penson fund, the owner of units is supposed to have a least 1,000
penson fund units. However, penson fund regulaions may provide for certain redrictions on
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the number of units changed per one time minimum period for changing units and a period
after which a person is dlowed to change hisher units again. This period may not be longer
than 2 years. In the course of changing the pension fund for a penson management company
aperson shall pay a defined redemption and issue fees.

The accumulated capitd of units owner shdl be inherited. If policy owner dies the
payment to his appointed successor shdl be done in accordance with the terms of the
insurance contract.

Voluntary supply of accumulated pensons is provided by the voluntary penson funds
possessing operationa licenses for the voluntary penson fund management. The stock capitd
of a pendon management company adminidrating the activities of voluntary penson fund
shdl be no less than EEK 12 million. The net assets of the company shdl be a least of the
same sze. According to the Penson Funds Act of Estonia, during the first year the fund may
invest up to 30 per cent of its capitd into companies shares, and next year it may incresse its
investment up to 40 per cent.

During the firgt nine months of 2002, 7,635 new voluntary penson insurance or  Rillar 111
pension insurance contracts were concluded in Estonia.

By the end of September 2002, a total of 41,111 supplementary or voluntary pension
insurance contracts had been concluded (Estonian Insurance Companies Association data).
Based on the Statistical Office labor market data, the amount of people who have concluded a
Rillar 11l pension insurance contract makes 7% of the employed workforce.

In the firgt nine months of 2002, a totd of EEK 140.52 million of insurance payments were
made based on the voluntary savings pension contracts.

Financid inspection data indicates that the most popular among Rillar 11l penson insurance
contracts was capitd savings insurance, for which people pad EEK 77.3 million in nine
months. It was followed by penson insurance with EEK 53.6 million and invesment risk life
insurance with EEK 9.6 million.

Latvia in 1997 desgned laws and supervison infragructure  necessary for the
implementation of private voluntary pension insurance (Fillar 111), which came into force
since July 1998 ° There are two private pension funds (PPF) types— open funds, which may
offer services to dl the population, and closed funds, the members of which can be only
workers of penson fund establishing body. No redtrictions applied to the closed PPF
edtablishing bodies, whereas the edablishing bodies of the open PPF may be only
commercid banks and life insurance companies regidered in Latvia Only commercid banks,
life insurance companies, brokers companies or investment companies, possessng the
licenses of the Finance and Capitd Market Commission may manage PPF assets.

PPF are described as financial and “credit stock” nontprofit companies. All of them operate
on the principle of defined contributions and do not provide any guarantee as to the sze of the
contributions. Certain investment redtrictions and specid financid requirements (required sze
of capitd of edablishing body) should be met by the asssts managers. The Financia and
cagpita market commission performs the function of gtrict supervision.

Following redtrictions are gpplied to the investment of the penson plans:
- invesment into one issue securities shal not exceed 10 per cent of the overdl
vaue of pendon fund assets and 25 per cent of the overdl vaue of such securities

19 Kirsons, 1. 2002.4.
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issue (except for government or municipdity securities, the invesment into which
isnot limited);

- investment into red edtate unit shal not exceed 15 per cent of penson fund assets
vaue and the overdl share of investments into red edtate shal not exceed 25 per
cent of the overdl vaue of pengon fund assets,

- invesment in foreign countries shal not exceed 15 per cent of the overdl penson
fund assets vaue.

Penson payments from PPF may be done for persons who are 55 years old. However,
possihbilities are provided for paying the payments prior to the indicated age: 1. A person is
recognized | dass dissbled for the lifetime 2. Bankruptcy of the employer, who has been
paying contributions for the behoove of a penson plan member; 3. Member of the penson
plan dies prior to the age defined in the penson plan; 4. A person has entered into an
agreement on term-membership in a penson plan in order to trandfer its capitd into another
plan or fund.

There are three posshbilities of receiving penson payments from PPF. The accumulated
pension capitd may be:
- padinalump sum;
- tranderred into alife-insurance company, which will provide the lifetime annuity;
- trandferred into the dstate pension budget (i.e. added up to the Rillar | capitd), in
which case the aggregate penson shal be computed by gpplying NDC scheme
formulathe same way asin the case of the Rillar 11 refunding variant.

In Lithuania the legd PPF regulation began only in the beginning of 2000 &fter the
enforcement of the Penson Funds Law. The objective of passng this bw was to prepare the
legd and inditutional background for the establishment of private pendon funds, in which
population could voluntarily accumulate additiond pensons.

The Law provided for the establishment of open penson funds, the establishing parties of
which should comply with the authorized capitd and managers qudification requirements,

namdly:

Bank deposit:
- Investments in Certificates of Depost (CDs) are limited to 10 percent of the
fund's assts.
- Investments in nortnegotiable depodts are limited to 25 percent of the fund's
assets.

| nterest- bearing securities:
- Centrd governments interet-bearing security investments are limited to 30
percent of the fund's assets.
- Locd governments interest-bearing security investments are limited to 30
percent of the fund's assets.
- Companies interet-bearing security investments are limited to 15 percent of
the fund’ s assats.

Quantitetive limitations on investments by asset class
- Equities. Equity invesments are limited to 40 percent of the fund's assats.
- Redl Edtate investments are redtricted.
- Precious metals investments are restricted.
- Financid derivatives are limited to 10 percent of the fund's assets. According
to regulations, financid derivatives can be used for hedging only and must be
included in the penson program profile.
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All the Bdtic countries provide for tax dlowances for the private voluntary penson
schemes of the so-caled Rllar I1l. The largest persond income tax incentives are granted in
Estonia, where neither contributions nor payments are taxed, provided they are pad in the
form of defined payments as non-decreasng lifetime annuity. If they are pad in other ways,
they are taxable by a reduced 10 per cent rate, whereas an ordinary income tax rate comprises
26 per cent.

According to the Estonian Income Tax Act the contributions for the voluntary pensons
shall be deducted from the taxable income, provided these contributions amount to 15 per cent
of the persond annua income. The minimum contract age, for which the tax privileges are
granted, is 55, but not earlier than 5 years since the beginning of the contract. Tax privileges
for penson fund payments shdl be gpplied if a person was recognized as permanently
incapable for work.

In Latvia, private pensions fund payments are taxed according to the generd procedure by
goplying the vdid tax rates. However, severa privileges are gpplied for contributions. Firdt,
employer’s contribution for the behoove of the employee shal be deducted from the taxed
profit. Second, 10 per cent of annual taxed persond income which do not exceed the
contribution, shal be deducted from persona taxable income. Third, Latvia is the only
country out of her Bdtic neighbors grant privileges for the contributions into the private
penson schemes, and a the expense of the socid insurance contributions, i.e. if the aggregate
amount of employer’s contributions into private pensons scheme, as wel as insurance
premium payments for the life, hedth and accident at work insurance does not exceed 10 per
cent of the insured persond gross sdary, then these expenses shdl not be taxed by the
compulsory private socia insurance contributions.

Table 79
Natural Person’sIncome Tax Privilegesfor the Private Voluntary Schemesin the Baltic
States
Esonia Lavia Lithuania

Contributi | Up to 15 per cent of | Up to 10 per cent of | Up to 25 per cent of

ons pesond income is| persond taxable | persond income
not taxed incomeis not taxed from say is not

taxed

Capitd Tax-exempt Tax-exempt Tax-exempt

increase

Payments | From O to 10 per cent | Taxed according to| Taxed according to
depending on the| thegenerd procedure | the generd procedure
form payment — 15 per cent.

It is anticipated that in Lithuania employer’s premiums paid to the penson funds for ther
employees shdl be included into company’'s expenditure. Besides, persond contributions to
the pensgon funds shdl be deducted from the taxable income. Employers and person’s
contributions, which are granted the above-mentioned privileges, shdl not exceed 25 per cent
of the persond sdary. Capitd increase in the funds shdl not be taxed, however, privae
pension payments are liable to taxation according to the genera procedures.

In Latvia, there operate one closed penson fund “Firmais degtas pensju fonds’, serving
the employees of two largest Latvian enterprises (“Lattelecom” and State Electric Power
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Enterprise “Latvenergo”) and three open funds (“Bdticums’, “Parex” and “Unipengja’)
offering 8 pension plans for the population. 2°

Table 80
Number of Persons Participating in Private Pension Funds (thousand)
1999 12 31 5.7
2000 12 31 7.0
200112 31 174

Number of persons in private penson funds is adso not consderable, dthough it is
congtantly increasing. At the end of February 2002, the number of PPF participant amounted
to gpproximately 18 thousand persons or 2 per cent of the total number of persons
participating in the state socia insurance.

Table 81
Composition of thePillar 111 Overall Assets, December 31, 2001
Investment Per cent min. EUR
Fixed interest securities 61 10.3
Term deposts 31 5.3
Shares 4 0.7
Other 4 0.7

A considerable share of the accrued capital is taken by 41-55 aged persons. The average
monthly amount of contributions of the pendon plans paticipants and employers, if
compared with the average country’s gross saary (EUR 284), is consgderably low (EUR 22).
The average accrued pension capital per participant amounts only to EUR 973.

At the end of 2001, the overdl accrued capitd of dl penson funds was EUR 17 million
(approximately 0.2 per cent of GDP). PPF investment portfolio is very conservative, as 92 per
cent of the assats was invested into government securities and bank deposits.

In soring 1999, the Finance Minister of Estonia granted an operation license for the firgt
penson fund in Egtonia, which beonged to the invesment fund “Hansa Assst Management”.
The main company of the first pension fund is the largest Estonian bank “ Hansapank” .

During three years of Penson Funds Law enforcement there was no penson funds
edablished in Lithuania Among the reasons one may mention the fact that for severd years
there have been discussons concerning compulsory participation in private penson scheme.
The Government designs legd acts on the bads of which the partiad privatization of the socid
insurance pendons is planed. Maybe potentid penson funds edablishing bodies ae
expecting a penson reform to begin shortly, which would require quite another srategy than
voluntary participation scheme.

Another possible reason of non-exisence of private penson funds in Lithuania is a more
favorable treetment of life insurance in the tax legidation. In case of life insurance for a
longer period than 10 years, neither premiums, nor payments are taxed.

Following the data of the State Insurance Supervison Authority, a the beginning of 2002
there were approximately 200 thousand vdid life-insurance contracts in Lithuania More than

20 \/anovska, 1. 2002. P. 18
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hdf of them was made for the wedding insurance for the fund saving for children. The
remaning haf could be an ingrument for the accumulation of the future penson.

According to the data of the “VB Gyvybes draudimas’ life insurance company, the portrait
of an owner of the invesment life insurance policy shows, that more than haf (55 per cent) of
the insured females have entered into contracts till the possible day of beginning of penson
payment, if they are at leest 55 years old at the end of the insured period). A amilar share of
males among the insured persons was smaler and comprised 27 per cent (the age of the
insured person at the end of the insured period should be at least 60 years old).?

Thus, until autumn 2002, Rillar [I1 private voluntary penson schemes have just been at the
dage of formation. Severd penson funds began ther operation in Edonia and Latvia
whereas in Lithuania additiond security is ensured through life-insurance products.

23. National Regul ations on Pension Funds Portfolios

In Estonia and Latvia the second pension pillar will be
based exceptionally on the mnmandatory defined contribution
pensi on program Every pension program participant will have

only one account with the pension fund. According to the
reformed pension systens in Estonia and Latvia, governnment
institutions wll directly manage the first pillar
contri butions, whereas the managenent of contributions to the
second pillar was delegated to the private pension funds. As
mentioned early, there is no second pillar in Lithuania.

In Latvia, for initial 1.5 years the sole manager of the
pensi on funds has been the State Treasury and investnent was
restricted to only governnment securities and bank deposits.
Since January 1, 2003, the funds of the schene shall be
managed al so by private fund managers. Participants of the
pensi on funds system have free choice of the nmnager and
switches limted to once per year.

In Estonia from the early beginning the funds of the
second pillar scheme shall be mnaged by private fund
managers.

23. 1. Requirenents for Pension Fund Managers

In all Baltic countries special |icenses are required for
t he pension funds nmanagenent and separate |icense for the
second pillar.

Only person holding a wvalid certificate for the
correspondent qualifications my operate as a fund nmnager
The issue and revocation of the certificates are decided by
the different |local authorities in each Baltic country, for
exanple, in Estonia such an authority is the Mnister of
Finance and in Lithuania — Securities Comm ssion.

[Skuciate, A. 2002
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Common requirenents for fund managers in the Baltic
countries are as foll ows:

Hi gher educati on;

Adequat e professional experience - a fund manager nust
have, within the |ast 3-5 years, operated as fund manager
for at |east one year or has been involved in the
provi sion of securities portfolio managenent services or
experience in a financial institution of financial
supervisory agency for at Jleast three years. The
requi renments for professional experience in each country
depend from financial institution structure, for exanple,
in Estonia underline experience in securities portfolio
managenent and in Lithuania on general experience in
financial institutions, because of |ack investnent funds;
| npeccabl e busi ness and professional reputation;

Fund managers may be enpl oyed by one managenent conpany.
The sanme person may be the fund manager of several funds
managed by one manhagenent conpany.

A fund manager may not be a menber of the the
Supervi sory board or

Managenent board or

Enpl oyer of anot her nmanagenent conpany.

The requirenents for pension funds mnanagers are very
simlar in all Baltic countries and snmall differences of the
requi rements reflect different experience of the national’s
financial institutions structure.

23.2. What Role do Assets Structures Play?

Wth mandatory schenmes, governnents have an obligation to
ensure that pension plans are safe and ready to protect
pensi on program participants from the bankruptcy of any
pension fund. The argunments justify the portfolio regul ations,
whi ch avoid a |l ack of diversification and ensure liquidity of
t he underlying assets. From another point of view, the nost
basic aimof investnment is to achieve an optiml trade-off of
the risk and returns by allocation of the portfolio to
appropriately conbi nati ons of assets.

Bl ake, Lehmann and Ti mrermann (1999) found that during the
1980s and 1990s the nost inportant task for pension fund
managers was to establish and maintain the strategic asset
all ocation and the nmedian total return earned by the UK
pensi on fund over the sanple period of 99.47 per cent of the
total was due to this essentially asset structure. It
indicates to regulatory authorities how sensitive the
guantitative regul ation of pension fund portfolio structure
is. When regulatory authorities establish a quantitative
structure between shares and bonds, they take responsibilities
for the mean of the rate of return of pension funds industry.
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23.3. Quantitative Investnents Regul ati ons

In Baltic countries pension funds investnents regul ati ons
are based on quantitative restrictions. As a rule the
regul ati on of mandatory pension funds and voluntary pension
funds is different — the nost stringent regulation is applied
to mandatory funds because of the inportant role they play in
each country.

Mai n obj ective of investnent regulation in Baltic’s:

| nformati onal asymretry. A mandatory DC systemcreates a
retail mmarket with a large informational asymetry
bet ween pension fund operators and pension program
participants. As far as the information asymetry is
concerned, if a purchaser of a financial service finds it
difficult or expensive to obtain sufficient information
on the quality of the service in question, he may becone
exposed to exploitation. This may entail fraudul ent,
negligent, inconpetent or unfair treatnent as well as
failure of the relevant institution per se.

Si zeabl e proportion of personal wealth and |ong-term

i nvest nent horizon. These phenonena are of particular

i nportance for such retail users of financial services as

personal pensions, because clients are seeking investnent

of a sizeable proportion of their wealth, contracts are

one-off and involve a commtnment over as mnuch as 40

years. Such consuners are unlikely to find it feasible to

make a full assessnent of the risks to which pension
pl ans are exposed - including the solvency of the pension
funds.

| nexperience. Market participants and supervisors are
i nexperienced with the long term investnents in the
foreign securities markets.

Markets limtation. The local Baltic’'s markets are thin
and volatile. The pension funds investnents wll have
i npact on |ocal market devel opment and capital outflow
t hrough pension funds investnent in foreign markets on
macr oeconom ¢ situation.

First of all, pension fund investnent strategies nust be
devel oped and i nplenented. A prinmary decision is to choose the
asset categories to be included in the portfolio - wusually
noney market instrunents, equities, bonds, real estate and
foreign assets. The Baltic's pension funds investnent
strategies are constrained by quantitative governnents’
regul ati ons.

Estonia have nost |iberal approach to pension funds
portfolio regulations and Lithuania nost conservative if we
take as a neasure the share of equity and investnents funds
units in the total portfolio (Table 82). Latvia and Lithuania
opposite to Estonia have no restrictions on the investnents
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into government’s securities. This Estonian attitude reflects
gener al approach to governnent budget deficit.
Tabl e 82

Limts on pension fund investnent in sel ected donmestic asset
categories, (per cent)

Country Equity Real Estate Bonds
I nvest mgnts funds Loans Bank deposits
Est oni a 50 20 35
30 35
Latvi a 50 0 50 (corporate)
50 0 50
No
limts (if
gover nmegnt or
nort gage bonds)
Li t huanila 40 0 15 (corporate)
20 0 25
30
(rmuni ci pa
10 (CDs)
bonds)
No
limts (if

gover nnment
bonds)

Sour ce: Estonian Financial Securities Authority; The Financial and
Capi t al Mar ket Comm ssi on (Latvia); Li t huani an Securities
Conmi ssi on.

In Baltic’'s as a general rule investnents should be
effected through organized exchanges and by |isted, highly
rated, and actively traded securities. They pension funds are
mainly allowed to invest in OECD markets (Table 83). This
limt allows avoiding the excessive concentration of risks in
overseas energi ng markets.

Li thuania and Latvia are countries’ in Baltic’ s which put
direct limts on foreign investnents. Because as higher
rati ngs of many OECD countries and as the Lithuanian national
currency Litas was pegged to the Euro on Februaryl, 2002, in
principle, there will be no exchange risk on Euro investnents,
such a regul ation haven’t enough econom ¢ background. Estonia
has different approach to this issue: they regulate foreign
currency exposure by establishing currency matching limts.
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This attitude is closer to EU proposal on pension funds
regul ati ons.

Approach to m nimum diversification requirenents is the
same in all Baltic countries.

Tabl e 83
Ot her regul ation of pension fund assets in Baltic States, per
cent
Country M ni num Currency
Direct llimts Al | owed
diversification mat chi ng
on foreifgn i nvest ments
requi renents linmts
i nvest mgnts countries
Est oni a 5 (bank 30
No limts CECD
deposits) No limts
EEA
5 (shares) for euro
Est oni a
5 (invest nent
fund)
5 (bonds)
2 (real estate)
Latvia 5 (shares) 70
15 OECD
5 (open-end
EU
i nvest ment
EFTA
fund units
Baltic
10 (corporate
debt securities)
15 (bank deposits)
25 (nortgage
bonds)
35 (governnment
securities)
Li t huani a 5 (shares) No limts
30 OECD
5 (bonds)

5 (bank deposits)

Source: Estonian Financial Securities Authority; The Financial and
Capi t al Mar ket Comm ssi on (Latvia); Li t huani an Securities
Conmi ssi on.

Sel f-investnent restriction is appropriate to prevent
concentration of risk; especially in Baltic countries the
concentration of the financial sector is very high. For
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exanple, in Estonia for mandatory pension’s funds, the val ue
of securities issued by a person belonging to the sanme group
may not total nore than 5 per cent of the nmarket value of the
assets of the pension fund (for voluntary pension funds - 10
per cent). In Lithuania, self-investnent is limted to 25 per
cent of the fund' s assets. In Latvia self-investnents is not
all owed at all.

The regul ati on of pension funds investnments in IPOs is
cruci al, because of small nunber of traded securities on the
Baltic securities exchanges. Latvia allowed 20 per cent
investnents in IPOs and Lithuania making anmendnments to
regul ati ons on the investnents into | PO s.

In principal, portfolio regulations in each Baltic country
reflect a nunber of basic factors. Estonia and Latvia
recogni ze the small nunmber of investments products in “hone”
markets allowing nore investnents in foreign markets, but
Li t huani a puts stricter rules on foreign investnents. Because
of bigger governnent securities markets 1in Latvia and
Li thuania, they provided for pension funds nore investnent
freedomin these markets as opposite to Estonia. The approach
to mnimm diversification requirenents is the same in all
Baltic countries, but self-investnments regulations follow
different pattern in each country.

24. EU new regul ations for financial sector and pension funds
system reforns

The Baltic countries are EU accession countries and w ||
become EU nenbers on May 1, 2004. In the future their
econoni ¢, financial and pension funds system devel opment wil |l
be shaped by EU |l egislation and EU i ntegrati on process.

24.1. Single European Financial Market Establishnment

The integration process of the Baltic States with EU can
be divided into two stages:

- First, the approximation of the Estonian, Latvian and
Li thuanian legal and institutional frameworks with EU
acqui s communautaire.

- Second, the political need for EU to inplenment the
Fi nanci al Services Action Plan (FSAP) effectively by 2005
and the Risk Capital Action Plan (RCAP) by 2003 in order
to create Single European Financial Market.

The Conmm ssion |aunched the FSAP in My 1999. At the
Li sbon summit in March 2000, heads of State and Governnent set
the target date of 2005 for the FSAP to be conpleted. The
target period for the securities and risk capital markets is
the end of 2003.

Latest research conducted for the Comm ssion predicted
that the integration of EU financial nmarkets would bring
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significant benefits to businesses, investors and consuners.
The research predicts that EU-wide real GDP will increase by
1.1 per cent - or EUR 130 billion in 2002 prices over a decade
or so. Total enployment wll increase by 0.5 per cent.
Busi nesses will be able to get cheaper finance: integration of
EU equity markets will reduce the cost of equity capital by
0.5 per cent and a 0.4 per cent decrease in the cost of
corporate bond finance is expected to follow Investors wll
benefit from higher risk-adjusted returns on savi ngs.

EU accession perfornms a function of catalyst for further
progress on the structural front as Baltic countries deepen
their trade and financial integration with the Union, are
progressively included in its economc policy co-ordination
pr ocedur es, approxi mate | egal and institutional acqui s
conmunaut ai re, and strengthen the capacity for its
i npl enentation. This legal and institutional convergence is
likely to induce further real convergence by providing a clear
road map for structural reform Continued structural reforns
will tend to increase total factor productivity, which has
been a dom nant driving force behind growh already so far. A
recent Conmm ssion study on the econom c inpact on enl argenent
illustrates that in an optimstic reform scenario, which
profits from the full benefits of EU nenbership average
annual real GDP growth in the transition candi date countries
could reach 4.8 per cent over the period from 2000 to 2009.

At the m d-2004, the Baltic countries will be part of EU
single market. The adoption of the new regulations for the
financial sector in EU will have inpact on the structure and
devel opnent of the Baltic financial narkets.

The Barcel ona European Council called for the ECOFIN
Counci|l and the European Parlianment to approve in 2002 eight
priority FSAP nmeasures. At the end 2002, there was reached a
conmon position or adopted the foll owi ng docunents in all the
fields:

- Regul ation on International Accounting Standards (Adopted

on 19 July 2002);

- Collateral Directive (Adopted on 6 June 2002);
- Distance Marketing Directive (Adopted on 23 Septenber

2002) ;

- Insurance Internmediaries Directive (Adopted on 30

Sept enber 2002);

- Financial Conglonerates Directive (Adopted on 20 Novenber

2002) ;

- Market Abuse Directive (Adopted on 3 Decenber 2002);
- Pension Funds Directive (Comon Position reached on 5

Novenber 2002);

Prospectus Directive (Political Agreenent reached on 5

Novenmber 2002).
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The | egi sl ators and governnents in the Baltic states nust
take into consideration FSAP neasures and design new | aws and
regul ati ons.

24.2. EU new proposals for the pension funds regul ations

Al'l the present pension fund legislation is based on two
mai n concepts: strict state regulation of pension fund assets
and prudential person rules. The main differences of the
af oresai d concepts may be explained as a different perception
of risk assets (shares) anmount and foreign/national currency
ratio in the pension fund portfolio. The |egislation based on
prudential person rules provides for a larger ratio of maxi num
investnment into shares and foreign securities markets in the
general investnent portfolio as well as grants |arger freedom
of actions and responsibilities for pension funds managers.

EU Conm ssion report (Reconmendati ons for a European Code
of Best Practice for Second Pillar Pension Funds, 1999) states
that in the period of 1984 - 1998 the average real
profitability of pension funds, which had to conply wth
strict quantitative requirenments, conprised 6 per cent,
whereas the respective profitability of pension funds which
were adm ni stered under prudential person rules was 10 per
cent. A lower profitability neans |ower paynents or higher
contributions. In other words, strict state regulation has an
i npact on the profitability of pension funds. For exanple, if
an enpl oyed person during 40 years pays contributions, then by
paying a contribution of 5 per cent of the salary and provided
the real profitability of a pension fund is 6 per cent, he may
expect to increase his pension. If the real profitability of
pensi on funds makes up only 2 per cent, then its contribution
rate shall be increased up to 20 per cent in order to ensure
t he sanme anobunt of pension. As we see, the contribution rate
pension fund profitability and state regulation are closely
inter-rel ated.

For a long tinme the EU |egislators took strict pension
funds assets regulation by the state as a ground, i.e. they
strictly limted the maxi num pension funds investnents into
shares and foreign markets. Unlike insurance, no EU | egal
framework exists yet for pension funds. A proposal for a
Directive is under preparation so that pension funds also
benefit fromthe Internal Market principles of free novenent
of capital and free provision of services.

In m d- OCctober 2000, the European Conm ssion subnmtted a
draft Pension Funds Directive. The Directive will establish
rigorous prudential standards ensuring that pension fund
menbers and beneficiaries are properly protected. At the sane
time, pension funds will be allowed to invest up to 70 per
cent of the overall investnent portfolio into shares and up to
30 per cent into foreign currency. The new directive is
expected to be enforced on January 1, 2004. Recently, Austria
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and Gernmany have decided to increase the ceiling of pension
funds investnents into shares from35 to 70 per cent 70 of the
t ot al i nvest ment portfolio.

By operating freely in capital markets, pension funds can
optimse their investnent policy and help accelerate EU
capital market integration. Enployers (decrease in pension
contributions) or enployees (increase in pension benefits)
will benefit from increases in pension fund investnent
returns. This can be achieved w thout conprom sing pension
security. In the context of the ageing population, it may help
Baltic St at es to preserve t he | ong-term financial
sustainability of existing pension systens and provide risk
capital to pronote jobs and growt h.

The regul ati ons of the pension funds in the Baltic s are
not in line with new EU proposals on this matter and a tine
needed to converge wth new trends in pension funds
regulations will depend on the economc situation in each
country.

25. Pension reforminfluence upon financial and real sectors

Economic gromh in the Baltic countries and catching-up EU
process depends on a continued high investnent and rapid
technol ogi cal change and may be associated with sizeable
donestic savings-investnment gaps in these countries. G owth
accounting exercises seemto suggest that increases in total
factor productivity are the main explanatory variabl e behind
candi date countries post-transition growth perfornmance. G ven

the still considerable scope for structural refornms, this
situation is likely to continue. Nevertheless, gross fixed
capital formation plays a nmpjor role, too.

Two major trends in the Baltic's economes will have mgjor

influence on the structure of pension funds investnent
strategi es shaped by government regul ati ons:
- The size of savings-investnent gap; and
- The size of current account deficits.
The Baltic <countries foresee an increase in their
i nvestnent-to-GDP ratios in the period 2002-2005.

25.1. The savi ngs-investnent gaps in Baltic countries

In spite of accelerated growth, donmestic savings may not
keep pace with these investnent needs. The establishment of
the pension fund system may increase donestic savings and
provi de additional I nvest nent resource to avoid that
prospectively negative private savings-investnent balances
i nduce unsustainable econony-wi de savings-investnment gaps.
Such an econom c prospect and the current econom c situation
will inmpact on the shape of pension funds investnents
regul ations: the deeper savings-investnent gap wll push
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governnment to introduce higher restrictions on investnments in
foreign markets and to keep nobney at hone.

Future growth will depend on continued high investnent-to-
GDP ratios. This ratio has varied from20.3 per cent of GDP in
Lithuania to 27.3 per cent of GDP in Latvia at the end 2001.
| nvestnments levels were hit by Russian financial crises in
1998 and remain |l ower in Estonia and Lithuania as before pre-
crises |level (Table 84).

Tabl e 84
I nvestment and savings in the Baltic's (1998 — 2001)
1998 1999 2000 2001
Estoni a
- Investnment in real sector (|n % of GDP) 29.6
24. 9 25. 4 26. 1
- Deposits (in % of GDP) *
26. 3 30.0 34.5 38.8
Latvi a
- Investnment in real sector (In % of GDP) 27. 3
25. 2 26.5 27. 3
- Deposits (in % of GDP)
16. 2 15.9 19.5 22. 2
Li t huani a:
- I nvestment in real sector (in % of GDP)
24. 3 22.1 18.5 19. 4
- Deposits (in % of GDP)
12.8 14.6 17.2 20. 3

*Domesti ¢ non-bank clients’ deposits

Source: N° 11 - Novenber 2002 Update of the Report on Macroeconomn c
and Financial Sector Stability Devel opnents in Candidate Countries

by Directorate CGeneral for Econom c and Financial Affairs

Estoni a has a good savi ngs-investnent bal ance. In addition
to banks deposits, in Estonia a better than in other Baltic
countries institutional investors’ structure wll provide
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addi ti onal resources for investnent financing. Pension funds
are small, but they will grow in the nmedium term This
situation can make the Estonian governnment nore |iberal
t owar ds pensi on funds regul ati ons.

I n Latvia, donestic savings do not fully cover increasing
i nvestnments. Domestic bank deposits have increased rapidly
since the begi nning of 2000, and the savings rate, which fel
sharply in 1999, is likely to have returned to about the sane
| evel as before. However, investnents are also increasing
rapidly, and the share of enterprise |oans that is covered by
househol d deposits has declined. Investnments may be expected
to continue favourabl e devel opnent in the nmediumterm and the

financing will have to continue to rely on foreign capital to
sone degree.

Only over the mediumterm domestic savings will benefit
from the introduction of a second pillar in the pension
system However, donmestic demand for securities is still very
l[imted, as institutional investors play a marginal role in
Latvian finances. Premum income of Latvian insurance
conpani es amounted in 2001 to 2.0 per cent of GDP, life

i nsurance alone to only 0.1 per cent. In the course of 2002,
premi umincone for life insurance rose by a nodest 2 per cent,

but premuns for life insurance contracting in 2001. Total
i nvestments of insurance conpanies reached only 1.8 per cent
of GDP in 2001. Pension funds are small, but they m ght

benefit fromthe pension reform

In Lithuania the inprovenent of the domestic savings-
i nvest ment bal ance is partly due to a decrease in investnents.
The share of gross fixed capital formation to GDP decreased
from24.3 per cent in 1998 to a relatively |low 18.8 per cent
in 2000, but raised in 2001 sonewhat to 19.4 per cent of GDP
Al t hough the inprovenent of the savings-investnent bal ance is
positive, the fall in the investnment ratio is worrying in the
light of the Lithuania's long-term adjustnent and growth
capacities. The rate of capacity utilisation rose sharply in
2000 and the first half of 2001, and unless the investnent
share increases, it wll be difficult to materialise the
expected growth. However, an increase of the investnent share
wi Il probably result in a worsening of the savings-investnent
bal ance. In the nediumterm in order to keep the investnent-
savi ngs bal ance at sustainable levels and to allow
investment to grow to |levels supportive to higher growh,
donestic savings will have to grow faster. The increasing in
volume of premium in the insurance sector wll provide
addi tional financial resources for the sustainable growth. A
sound, efficient and credible donestic financial sector is a
precondition for achieving this goal. The savings-investnment
gap has narrowed and can be sustained at a higher |evel then
Nnow.
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The establishnment of the pension fund systens can increase
donmesti c savings and provide additional investnent resource.

25.2. The current accounts deficit and the need for new
domestic financial resources

The savings-investnment gap is closely related to current
accounts deficit: the reduction in the domestic savi ngs mnust
be conpensated by foreign inflows. The Baltic countries
persistently have | arge current accounts deficits: at the end
2001, the current accounts deficit was |owest in Lithuania
and conprised 4.8 per cent of GDP; Estonia has current
accounts deficit 6.8 per cent of GDP and Latvia reached 10.1
per cent of GDP and this ratio was highest anong Baltic
countries.

A maj or nmacroeconom ¢ policy chall enge consists of keeping
prospectively high current account deficits within the range
where sound external financing can be secured. Over the
years, the current account inbalances have been, at tines of
Russia in 1998, rather large and offsetting measures, wth
detrinmental effects on growth, had been taken. 1In the short
term the Baltic countries will still be able to rely, to a
consi derabl e extent, on privatisation-related FD inflows as a
means to finance their current account deficits. In the
period from 1997 to 2001, average annual FDI inflows in Baltic
countries ranged from 8.2 per cent in Estonia and 4.5 per cent
of GDP in Lithuania to 3.4 per cent of GDP in Latvia. However,
as the privatisation process is comng to the end in Estonia
and Lithuania, current account deficit financing my have to
increasingly rely on debt-creating, nmore short-term and
easier to reverse capital inflows. One major policy challenge
is, therefore, to further inprove the business environnent in
order to attract non-privatisation related FD . The pension
funds noney can help replace in the long-run part of FDI

To the extent that there is a |lack of donestic bank and
non- bank i nternedi ati on of donestic and foreign funds, direct
foreign financing of conpanies plays a major role in sone
Baltic countries. This may substantially increase the foreign
debt bur den of conpani es and pot enti al ext er na
vul nerabilities of the countries in question. In a short-run
this situation can strengthen governnments’ conviction to keep
pensi on funds at hone.

The conplete |iberalisation of capital nmarkets could
exacerbate potential vulnerabilities if capital inflows should
be poorly intermediated by the donmestic financial sector
and/ or exceed the absorption capacity of the econony.
Experience shows that sone of these capital inflows will be
nore short-termand nore reversi ble and, hence, very sensitive
to macroeconom ¢ and structural policy stances. The capital
i beralisation process will be conpl eted upon accession, given
that the Baltic countries as accession countries have not
requested any transition periods in relevant areas.
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From t he government point of view, the pension funds noney can
be thought as “stabilisation funds”.

Estonia maintains no restrictions on paynents and transfers in

respect of current or capital account transactions. Cr oss-
border capital novements, and the provision of services, have
been |iberalised, although few restrictions are in place
regardi ng the provision of insurance services which will have

to be abolished in order to conply wth the acquis
conmmunaut ai re.

In Latvia capital novenments are highly l|iberalised, and the
rempoval of the last restrictions is not likely to influence
capital net flows considerably. Pension funds are not allowed
to invest nore than 15 per cent abroad. For insurance
conpanies this ceiling anounts to 10 per cent. However, on an
aggregate level this restriction seens presently not binding
as insurance conpanies invest over 90 per cent in Latvian
assets. This, however, m ght change with the further growh of
t hat sector and the corresponding rise of investnment needs of
t hat sector.

In Lithuania, financial markets and capital novenents are

highly liberalised, and the renoval of the |ast remining
restrictions should not have any influence on capital flows.
Still residents are not allowed to open a bank account abroad

wi t hout perm ssion from the central bank. Pension funds are
not allowed to invest nore than 30 per cent of their assets in
foreign securities. However, the |ack of pension funds neans
that the abolishnment of this restriction wll have no
practical consequences.

In the nmedium term there are nore pro then contra
argunments for governnments to keep pension funds noney at hone
as “stabilisation funds” and to put restriction on the
i nvestnents in foreign markets.

25.3. Pension reforminfluence on the financial and industry
sectors

The establishnment of pension fund system w | gradually
change the structure of Baltic States financial markets and
wi ||l influence conpani es managenent.

Capital market development forecasts. Due to a high foreign capita concentration leve in
red sector and low demand for new shares emission the capitd markets of the Bdtic dates
will expand

owing to fixed income securities:

Pension funds will pronote securities with fixed incone
mar ket devel opnent: new types of conpany, nunicipality
and Government bonds will be introduced.
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Pensi ons funds will Ilengthen term structure of the bond
mar ket (for exanples, the | ongest termof the governnent
bonds in Lithuania is 10 years, in Latvia is 5 years and
in Estonia are T-bills).

I f pension funds are allowed to invest a share of their

assets into IPO then their investnent will raise the
Baltic capital markets liquidity.

| nportance of |isting process and stock exchanges w ||
i ncr ease.

Commercial banks sector development forecasts. Pendon funds (in Estonia and Latvia)
and life-insurance companies (in Lithuania) may influence commercia banks in two markets,
i.e. makets of savings and loans. The forecasted impact of penson funds savings on the
market will be asfollows

Mandat ory accunul ated pension funds and life insurance

conpanies wll increase the amunt of deposits in
commerci al banks, as the first ones shall have to keep a
share of liquid assets in the form of bank deposits. In
ot her words, the conpul sory saving will not cut down the
nunber of deposits, as the current contributions will be
redistributed fromPillar | into Pillar Il

Pillar 11l or voluntary pension accunulation wll reduce
t he amount of bank deposits, as the accunul ated or future
savings will be distributed anong the banks and voluntary

i nsurance pension funds and |ife-insurance conpani es;
Conpetition in the savings market may stinulate banks to
create new savings instrunents for persons, for exanple,
t he deposit certificates (CDs).

Forecasted pension funds inpact on loans market will be as
fol |l ows:
Pension funds wll beconme conpetitors for commercial

banks in large enterprise financing market;

Conpetition anong enterprises in bond nmarket and
commerci al banks |oans market my reduce the interest
rate. As a result, due to decreased income frominterests
the bank profitability may decli ne;

Due to increased conpetition of pension funds and life
i nsurance conpani es the quality of commercial banks | oans
portfolio may deteriorate.
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Penson reform impact on company’s management. The leverage of Bdtic pensgon funds
on company management is regulaed by invesment diverdfication requirements. The
requirements on

Bdtic penson funds assets dructure clearly show that one pension fund will not be able to
have an

impact on company management. However, severd penson funds having purchased an
amount of shares within the legd boundaries together may have influence on company
management. In particular:

Pension funds investnents wll be concentrated in
conpani es, which have achieved the best operation
resul ts;

Managenent of best conpani es may be taken-over by pension
funds, in the result of which the financial discipline
and control of these enterprises may be enhanced,;
Pension funds wll not fund small and mddle size
enterprises;

In the nedium term perspective the pension funds
i nvestnments can be easily absorbed by the Baltic fixed incone
securities market and later by IPO s market, because of the
smal | i nvestnments vol une.

Concl usi ons

The success of pension funds functioning depends on a

financial system health at the tine of the new system
establishnment. All Baltic countries have nade great strides in
reformng their financial sectors. Nevertheless, further
devel opnent and expansion is clearly necessary. As illustrated
by experience in other countries, the establishnent of the
pensi on funds is not without instability risks.
In addition, the costs of potential crises would be higher in
future than they were in the past, since financial sectors
have been already expanding in size. Macroeconom c stability
is certainly a mmjor precondition for successful pension
systemreforns and stable financial sector devel opnment. Due to
transition cost to the nandatory pension funds system
macroeconom c instabilities and excessive fluctuations of
macr oeconom ¢ vari abl es can put severe stress on banks and the
rest of the financial sector. The establishnent of the pension
funds system in Estonia, Latvia and Lithuania are heavy
condi ti oned by what happened in the past. This explains why
the pace of developnent of pension funds in the region
countries is different.

Baltic countries financial systens are predom nantly bank-
based, whereas donestic equity and bond markets remain very
smal | . Foreign capital penetration ratio in banking sector
measured as mmjor foreign ownership in total assets is the
hi ghest in Estonia (98 percent) followed by Lithuania (86
percent). Financial conglonmerates of Swedish and Finnish
origin hold mpjority of the banks’ share capital in Baltic
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States. In the Euro area countries, in contrast, foreign
ownership is highly limted. Only about 20 per cent of the
banks’ capitals in Euro area countries are in foreign
ownership, and only in four countries this ratio conprises at
| east 30 per cent.

Foreign banks lead to higher concentration in banking
sector in Estonia where the three |argest banks have 91
percent and in Lithuania — 79 percent of total assets of the
whol e banking sector. The consolidation within the Latvian
banki ng systemis still going on and now assets of the three
| argest banks account for 52 percent of total assets of the
whol e banki ng sector.

The Baltic States region remai ns under-banked in terns of
banki ng assets and deposits. In Latvia and in Estonia, the
rel ati on of banking assets to the econonm es’ GDP anpunts to
about 77 percent and 70 percent. Lithuania is at the other end
of the spectrum with its banking assets of only around 32
percent of GDP, whereas, in the Euro area, bank assets anount
to about 265 per cent of GDP

At the end of 2001, average stock market capitalisation of
Baltic countries reached only around 19 per cent of GDP,
ranging from 28 per cent in Estonia to |less than 10 per cent
in Latvia. This conpares to an average capitalisation of
nearly 87 per cent in the EU or still 72 per cent in the Euro
ar ea. Bond markets are dom nated by Governnent paper.
Mar ket abl e government debt as a percentage of GDP anmounts on
average to roughly one forth of the Euro area |evel. The
devel opment of viable securities markets is often constrained
both by the supply and the denmand si de.

As regards the latter, the assets of institutional
investors in relation to GDP are close to 1 per cent and
remain mnor in the Baltic countries. In the region insurance
conpani es are second biggest institutional investors follow ng
banks. Their total investnents portfolio conprises nore then
EUR 550 mllion including about EUR 150 mllion of life
i nsurance investnents portfolio. The insurance sector as a
banking sector is highly concentrated, because of the
bancassurance system devel opnent in Estonia and Lithuani a.

Currently, the third institutional investors structure
building by the partly privatisation of the state pension
system The pensi on system reform began wth t he
i npl ementation of the voluntary third pillar in 1999, and of
t he quasi -conpul sory second pillar, nore recently, in 2002. In
Estonia and Latvia, there were established three pillar
pensi on systenms. Lithuania introduced a two pillar pension
system wi t hout mandatory pension savings. The pension funds
systens in the Baltic’'s are in the early stage of devel opnent.
The mandatory pension funds coll ected about EUR 20 m I lion of
contributions. In the mediumterm perspective the pension
funds investnents can be easily absorbed by the Baltic fixed
i ncome securities market and later by I1PO s nmarket, because of
the small investments volune. In the | ong-term perspective the
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pension funds will help close savings-investnent gap and to
pronote econom c grow h.

In the future, the Baltic's financial and pension funds
system devel opnment will be shaped by EU |egislation and EU
i ntegration process.
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